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Abstract 
 
Saudi Arabia and Islam have had a very close relationship since the establishment of 
Saudi Arabia. Thus, Saudi Arabia chose Islam to govern all its laws. Since 1952, with 
the discovery of oil, the country has witnessed a huge development including the 
establishment of the Saudi Arabian Monetary Authority (SAMA) as a Central Bank. 
SAMA was expected to only allow financial activities that did not conflict with the 
teachings of Islamic law, as stated in its Charter. However, since its existence, SAMA 
has supervised and licensed conventional banks that charge Riba (interest or usury) 
and all the regulations made by SAMA have been designed to deal with conventional 
banks. Consequently, there is a difference between the law, Islamic law, and the 
practice. 
Over the years a dramatic improvement in Islamic finance has been realised. Many 
countries and international organisations that specialised in Islamic finance have set 
especial regulations that suit such finance. Nonetheless, Saudi Arabia as a regulatory 
body preferred not to join this trend and continued adopting and practising the same 
regulations that were made for conventional finance. This thesis seeks to develop the 
regulatory framework towards Islamic finance by sheding light on the legal challenges 
and difficulties that may encounter Islamic finance in Saudi Arabia, which may prevent 
the Kingdom of Saudi Arabia from being the leading country for developing Islamic 
finance. To help in identifying these challenges, an Islamic financial product Sukuk 
(Islamic bonds) is chosen to be a case study to show some of the challenges in 
practice.  
The thesis firstly discusses Islamic principles toward finance, then the legal 
environment of Saudi Arabia and how Islamic finance is practised in the Kingdom. It 
then introduces the new development in the legal environment in response to the 
Saudi Vision 2030 which can be a tool to help solving the obsricales that Saudi Arabia 
is encountering. Then the thesis discusses some challenges related to sharia boards 
in financial institutions, such as not having sharia governance as part of the corporate 
governance of financial institutions that market their products as being compliant with 
sharia law; in addition, the absence of a Central Sharia Board that should help in 
ensuring the conformity of financial products to sharia law. The thesis proposes that 
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the regulators should develop and adopt especial regulations framework that could 
help the development of Islamic finance. The thesis defines Sukuk and shows how it 
differs from other financial instruments in conventional finance. Then, it identifies some 
of the challenges that face Sukuk and its development in the country. Moreover, it 
looks at a very recent development in the Saudi legal system, which is in response to 
the Saudi Vision 2030 and the recent interest that was shown by decision-makers, 
such as the Chairman of the CMA, the Minister of Commerce and Industry, the Deputy 
Minister for Internal Trade, and also both the Governor and Vice-Governor of the 
SAMA, in response to the Vision 2030 which could contribute to the development of 
Islamic finance. As far as the researcher is aware, hardly any studies have addressed 
this issue with respect to the new development that Saudi Arabia is currently 
witnessing in response to the Saudi Vision 2030 and the recent developments taking 
place in neighbouring countries which broadly share similar cultural and religious 
values. Finally, the thesis proposes some recommendations to develop Islamic finance 
including some guidelines for establishing a Central Sharia Board, and also, a sharia 
supervisory governance for Islamic financial institutions which should have a positive 
effect on Islamic finance in the country. 
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Definitions of Arabic Terms 
 
Al-jahbadh: One of the names for people who work as bankers. 
Al-Masalih al Mursalah: Public interest if not leading to prohibition. 
Al-Risala: The message and it is a name of a book. 
Ashab al-Hadith: People of traditions or a person who tries their best to follow 
the traditions of the prophet. 
Ashab al-ray: Rationalists or the partisans of personal opinion. 
Ashab: Followers. 
Amal Ahl al-Medina: 
Bay al-dayn: 
The practice of the people of Madina. 
Selling debt. 
Bay al inah: Form of finance where an owner sells his asset on a deferred 
basis, then buys it back from the purchaser on a cash basis at 
a price that is usually lower than than the original selling 
price. 
Darab fi al-Ard: 
 
 
Diwan Al-Malaki: 
Journeying through the land seeking the bounty of God or 
travelling from place to place looking for capital or financial 
opportunities. 
Royal Court. 
Fiqh: 
Fiqh al-muamalate: 
Islamic jurisprudence. 
Islamic Commerical Jurisprudent. 
Gharar: Risk or uncertainty. 
Hadith: Traditionas of the Prophet or a report of the sayings or 
actions of the prophet. 
Hajj: 
Haram: 
Pilgrimage or visiting Makkah at a certain time. 
A forbidden action. 
Hiyal: Plural of hila and legal tricks. 
Ijara: Leasing contract. 
ijara financing: Leasing financing.  
Ijma: 
Ijtihad: 
Consensus. 
Self- exertion or diligence to endeavor, strive, put one-self 
out, work hard 
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Isnad: Chain of narration of a Hadith or the list of individuals who 
narrate a Hadith all the way back to the Prophet. 
Isthsan: Prefeable matters or juristic preference.  
Istishab: Lagal presumption. 
Istisna: Order to manufacture. 
Madhab: School of thought or school of classical Islamic jurisprudence. 
Madhabs: Plural of Madhab, schools of thought. 
Maisir: Gambling. 
Majlis Ash-Shura:   Consultation Council. 
Makhraj fiqhia: A legal existence from a hardship.  
Mudaraba: Entrepreneur or trustee of a venture. 
Mufti: A sharia scholar who provides sharia answers. 
Murabaha: Trade with mark-up or a mark-up sale. 
Musharaka: Partnership contract. 
Nizam: Regulation. 
Qiyas: Analogical reasoning by sharia scholars. 
Quran: The Islamic sacred book, words of Allah. 
Riba: 
Riba al-fadl: 
Riba ansia: 
Usury or interest. 
Riba of excess. 
Riba of delay. 
Sa‘a: A unit of measurement. 
Sadd Al-Dharai: Blocking pretences or, in other words, not allowing action that 
leads to committing a prohibition. 
Sahaba: Companions of the prophet. 
Sakk: Any certificate representing a contract or conveyance of 
financial rights, money transactions or obligations which are 
sharia compliant. 
Salam: Forward selling. 
Sarraffeen: One of the names for people who work as bankers See al-
jahbadh and Sayarifah. 
Sarf: Exchange of money for money. 
Sayarifah: 
Shirakah: 
People who work as bankers or in money exchange. 
Partnership. 
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Shura: Consultation.  
Suftajah: People who work as bankers or a bill of exchange between 
three parties (the payor, the payee and the transmitter). 
Sukuk: Islamic bonds or certificates of equal value representing an 
undivided share in the ownership of assets or projects; 
sharia-compliant bonds alternative. 
Sunna: Prophet Muhammad’s words or acts and way of life, 
prescribed as normative in Islam. Also see Hadith. 
Sunni: Adherent of the Sunna group; the main stream group in Islam. 
Taqlid: 
Tawaruq: 
Tawarruq: 
Ulema: 
Conformism or following the opinions of other scholars. 
Securitsation. 
A financial product when a person need to obtain liquidity. 
Sharia scholars. 
Ummah: Nation or community of Muslims.  
Urf: Customs. 
Usoul al figh: The legal rulings derived from the principles of jurisprudence. 
Walla: Reserving the right to inherit. 
Rab Al-maal: Provider of funds. 
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Abbreviations 
AAOIFI: Accounting and Auditing Organization for Islamic Financial Institutions. 
ACRSD: 
BCL: 
CAGR: 
Appeal Committee for the Resolution of Securities Conflicts. 
Banking Control Law. 
Compound Annual Growth Rate. 
CMA: Capital Market Authority. 
CML: 
CRSD: 
ECP 
The Capital Market Law. 
Committee for Resolution of Securities Disputes. 
East Cameron Partners. 
FCA: Financial Conduct Authority. 
FSA: Financial Services Authority. 
GCC: Gulf Cooperation Council. 
GDP: 
HMRC 
Gross Domestic Product. 
Her Majesty's Revenue and Customs. 
IFRS: International Financial Reporting Standards. 
IFSB: The Islamic Financial Services Board. 
IFFIm International Finance Facility for Immunization. 
IPO: 
JSC: 
Initial Public Offering. 
Joint Stock Company. 
KSA: Kingdom of Saudi Arabia. 
LDCIF: 
MCB: 
SABIC: 
SAR: 
SCS: 
SEDC: 
SGDBs: 
Legal Development Committee for Islamic Finance. 
Muslim Councile of Britain. 
Saudi Arabian Basic Industries Corporation 
Saudi Arabian Riyal. 
Sarawak Cororate Sukuk. 
Sarawak Economic Development Corporation. 
Saudi Government Development Boands. 
SPV: Special Purpose Vehicle.  
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Chapter One: Introduction 
1.1 Overview 
Over the past four decades Islamic finance has experienced a tremendous growth and 
most major financial institutions are now involved in one way or another in this 
particular form of finance.1 Islamic financial institutions are now operating in at least 
105 countries,2 and more countries have introduced, or are considering introducing, 
legislation that complies with the regularity framework of this industry.3 The total assets 
held globally under Islamic finance in 2010 reached $1 trillion,4 and in 2015 $2 trillion,5 
showing that the global assets of Islamic finance grew by 18% during that period.6 
They are expected to reach $2.7 trillion by the end of 2018 and $3.5 trillion by 2021.7 
Islamic finance law has been a part of Islamic law since its inception more than 1400 
years ago and is built on basic principles that are deeply rooted in the teachings of the 
sharia, that is the Quran and the teachings of Prophet Muhammad, and the legal 
rulings derived from the principles of jurisprudence (Usoul Alfiqh).8 However, it has 
been argued that the impact and influence of European colonisation in the Muslim 
world lessened both the spirit and the status of this legal framework.9 In the early 
1970s, Islamic financial law began to regain its importance within the banking sector 
as a growing number of Muslim countries decided to adopt this particular financial 
system with its conformity with Islamic principles.10 
With respect to the context of this study, there is a strong relationship between the 
Islamic faith and Saudi Arabia. As Islam is a religion originating from the Arabian 
                                                          
1 Craig R Nethercott and David M Eisenberg, Islamic Finance: Law and Practice (Oxford University 
Press 2012) 2. 
2 Ibrahim Warde, Islamic Finance in the Global Economy (2nd edn, Edinburgh University Press 2014) 
1. 
3 Ibid. 
4 Hussein Elasrag, Corporate Governance in Islamic Finance Basic Concepts and Issues (Lap 
Lambert Academic Publishing 2014) 8. 
5 Saudi Arabian Monitory Authority, 'Speech of H.E. Governor of SAMA at the First Islamic Banking 
and Finance Research Conference' (2016) <http://www.sama.gov.sa/en-
US/News/Pages/News14032016.aspx> accessed 12 December 2017. 
6 TheCityUK, 'Global Trends in Islamic Finance and the UK Market' (TheCityUK 2017) 8. 
7 Ibid. 
8 Samir Alamad, Financial Innovation and Engineering in Islamic Finance (Springer International 
Publishing 2017) 107. 
9 Hjh Siti Jabbar, 'Islamic Finance: Fundamental Principles and Key Financial Institutions' (2009) 30 
Company Lawyer 23. 
10 Ibid. 
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Peninsula, in Mecca and Madinah, both these cities are now located in Saudi Arabia.11 
In addition, Islam has played an important role there since the establishment of the 
first Saudi State in the eighteenth century.12 Indeed, the Saudi legal system has been 
built on the premise that the law of God should act as the main legal structure of the 
country.13 
At the beginning of the development of modern Saudi Arabia and the establishment of 
the Saudi Arabian Monetary Authority (SAMA) as a Central Bank in 1952,14 which is 
responsible for regulating commercial banks and exchange dealers as stated in its 
Charter,15 SAMA was expected to only allow financial activities that did not conflict 
with the teachings of Islamic law. This means that it should not engage with, or approve 
of, trades and finances that have Riba (interest or usury) which is prohibited in Islam16 
in any commercial, industrial, or agricultural enterprise, as stated in its Charter.17 
Engaging with financial acts that are prohibited by sharia law was expected to be 
avoided as the Basic Law of Governance states in different places that the Kingdom 
should be governed by sharia law which should govern all laws of the State.18 
However in the absence of successful examples of central banks that regulate Islamic 
finance at that time anywhere in the world, SAMA had to supervise financial activities 
on a conventional financial basis, including allowing financial institutions and banks to 
deal with Riba.19 SAMA was established with the support of the United States of 
America (USA) which provided technical assistance.20 Arthur Young an economist and 
financial expert from the USA, who was an adviser to the U.S. Government and to the 
governments of various other countries,21 proposed a plan of setting up a central bank 
                                                          
11 Frank E Vogel, Islamic Law and Legal System of Saudi: Studies of Saudi Arabia (Brill 2000) 18. 
12 Abdullah S Al-Uthaymeen, ةيدوعسلا ةيبرعلا ةكلمملا خيرات (History of Saudi Arabia) (Vol l, Riyadh publisher 
1999) 152. Also see 3.2.1 below. 
13 Abdullah S Al-Uthaymeen,  ةيدوعسلا ةيبرعلا ةكلمملا خيرات يف تاقيلعتلاو ثوحبلا(Comments and Studies in the 
History of the Kingdom of Saudi Arabia) (2nd edn, Altwba 1990) 67. 
14 Royal Decrees number 30/4/1/1046 (20/4/1952). 
15 Art. 1 Charter of SAMA 1957. 
16 See 2.7.1 below. 
17 Art. 6 (a and d) Charter of SAMA 1957. 
18 See 3.2.3 below. 
19 John R Presley and Rodney Wilson, Banking in the Arab Gulf (MacMillan Academic and 
Professional 1991) 34. 
20  Fayaz Ahmad Lone and Salim Alshehri, 'Growth and Potential of Islamic Banking in GCC: The 
Saudi Arabia Experience' (2015) 3 Journal of Islamic Banking and Finance 
<http://jibfnet.com/journals/jibf/Vol_3_No_1_June_2015/4.pdf> accessed 2 May 2017 
21 James R. Fuchs, 'Truman Library - Dr. Arthur N. Young Oral History Interview' (Trumanlibrary.org, 
2017) <https://www.trumanlibrary.org/oralhist/young.htm> accessed 19 April 2018. 
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then wrote the Charter of twelve articles for SAMA which has still not changed.22 In 
the Charter it has been stated in more than one place that SAMA should work in 
accordance with sharia and should not engage with interest.23 But since it has been in 
existence SAMA has supervised conventional banks that charge interest (Riba) and 
all the regulations made by SAMA have been designed to serve conventional banks 
which mostly depends on interest, therefore it is against the Saudi Law.24 So, there is 
difference between law and practice. 
As mentioned earlier that SAMA was established with the support of the USA and then 
Mr. George A. Blowers, American citizen was the first Governor of SAMA,25 as Saudi 
was just beginning to engage with banking activities and needed experts in the field to 
make a strong start.26  
However, this has its consequences as SAMA engaged and licensed banks that work 
on the pure conventional financial system which contredect with Islamic principles in 
more than one aspect as going to be discussed in the thesis.27 Engaging with activities 
that may include prohibited acts could be justified at that time on the basis of necessity, 
as in Islam necessity permits prohibited matters.28 However, after 1970, Islamic 
finance started to gain in popularity and several countries and organisations started to 
regulate this type of finance.29  
The Islamic financial services sector in Saudi Arabia is one of the main players in the 
international sharia-compliant industry. This industry showed its strength by continuing 
to grow even during the global economic crisis.30 Nonetheless, Saudi Arabia as a 
regulatory body preferred not to join this trend of sharia-compliant finance and 
continued adopting and practising the same regulations that were made for 
                                                          
22 Ahmed Banafe and Rory Macleod, The Saudi Arabian Monetary Agency, 1952-2016 (Springer 
International Publishing 2017) 28b. 
23 See 3.4.2 below. 
24 Barbara A Roberson, Shaping the Current Islamic Reformation (Routledge, Taylor et Francis Group 
2003) 160. 
25 'Historical Preview' (Sama.gov.sa, 2017) <http://www.sama.gov.sa/en-
US/About/Pages/SAMAHistory.aspx> accessed 10 December 2017. 
26  Fayaz Ahmad Lone and Salim Alshehri, 'Growth and Potential of Islamic Banking in GCC: The 
Saudi Arabia Experience' (2015) 3 Journal of Islamic Banking and Finance 
<http://jibfnet.com/journals/jibf/Vol_3_No_1_June_2015/4.pdf> accessed 2 May 2017 
27 See 2.2 below. 
28 Yasmin Safian, 'Necessity (Darura) in Islamic Law: A Study with Special Reference to the Harm 
Reduction Programme in Malaysia' (PhD, the University of Exeter 2010) 72. 
29 Kabir Hassan and Mervyn Lewis, Handbook of Islamic Banking (Edward Elgar 2007) 401. 
30 The Report Saudi Arabia 2014, Oxford business Group, 73. 
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conventional finance, which created some challenges for Islamic finance, this  includes 
taking many of the financial disputes including the Islamic ones to special committees, 
which could legalise Riba even though Riba is against the sharia, rather than taking 
the disputes to the courts to be determined by judges whose independence is granted 
by law.31  
In addition, leaving individual financial institutions to label their own financial products 
as sharia-compliant without regularity supervision from the Central Bank or any other 
authority left Islamic financial institutions with no sharia governance system or national 
sharia advisory body. This lack of supervision could affect customer confidence with 
regard to the genuineness of the sharia-compliant products that are offered by the 
financial institutions.32  
SAMA was not that keen to even license financial institutions that avoid transactions 
or contracts that include practices that may contradict with sharia. For example, Al-
Rajhi bank, the first designated Islamic bank in Saudi Arabia that wanted to avoid Riba 
transactions, was only granted a licence from SAMA in 1987, after much lobbying for 
more than five years. The licence then granted was on the condition that the bank 
would not use the word Islamic in its title as this would imply that the other banks were 
non-Islamic.33 The situation has not changed much since the establishmen of SAMA. 
However, a very recent development in the Saudi legal system, made in response to 
the Saudi Vision 2030 announced in April 2016,34 may have a positive impact on such 
finance. This is going to be discussed in the course of this thesis.  
Based on the above premises, this thesis seeks to shed light on the legal challenges 
and difficulties that may face Islamic finance in Saudi Arabia and so may prevent the 
Kingdom of Saudi Arabia from being the leading country for developing Islamic 
finance. The thesis discusses some challenges, such as not having sharia governance 
as part of the corporate governance of financial institutions which provide financial 
                                                          
31 Barbara A Roberson, Shaping the Current Islamic Reformation (Routledge, Taylor et Francis Group 
2003) 159. Also, see 3.3.3.3. 
32 Samir Alamad, Financial Innovation and Engineering in Islamic Finance (Springer International 
Publishing 2017) 86. Also, see 4.7 and 4.8. 
33 Barbara A Roberson, Shaping the Current Islamic Reformation (Routledge, Taylor et Francis Group 
2003) 162. 
34 Saudi Vision 2030, 'Saudi Vision 2030 the Council of Economic Affairs and Development Issued the 
Decision No. (3-31/37) dated 19 April 2016' (Saudi Vision 2016) 81 
<http://vision2030.gov.sa/en/media-center> accessed 4 June 2017.  
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products advertised as being compliant with sharia law, in addition, to not having a 
Central Sharia Board to ensure the conformity of financial products to sharia law.  
The thesis proposes some solutions such as establishing a committee, the Legal 
Development Committee for Islamic Finance (LDCIF), to reconsider the current 
regulations and help to draft regulations that could contribute to the development of 
Islamic finance; and in addition, creating a Central Sharia Board to be an authority for 
approving any financial product or instrument by the financial institutions; also it would 
introduce a sharia governance by the regulators to be adopted by financial institutions 
that offer Islamic finance products. Such solutions have been inspired by some recent 
practices of some other countries or recommended by some international orgnisations 
that seek to develop the Islamic finance. 
In order to show how some of the challenges may affect Islamic finance, the thesis 
uses an Islamic financial instrument Sukuk, which are a form of Islamic bond, as a tool 
to show the nature of such challenges existed. Sukuk according to market parlance 
are considered to be negotiable financial instruments provided they do not involve any 
prohibited products or transactions.35  
Sukuk have been chosen as an example for use as they can be organised and built 
on different forms of Islamic financial contracts, and because of their popularity in 
many countries including Saudi Arabia.36 In addition, Sukuk have caught the attention 
of the developers of Islamic financial markets as such instruments can fill the gap 
caused by the lack of long-term instruments available in conventional markets such as 
Treasury bonds and bills, which cannot be accepted under sharia law because they 
generate their return from Riba.37 According to the measures set out in Basel III38 for 
                                                          
35 Ali Alshamrani, 'Sukuk Issuance and Its Regulatory Framework in Saudi Arabia' (2014) 2 Journal of 
Islamic Banking and Finance 306. 
36 Abdullah Al Elsheikh and Joseph Tanega, 'Sukuk Structure and its Regulatory Environment in the 
Kingdom of Saudi Arabia' (2011) 5 Law and Financial Markets Review 190. 
37 Khalid Alsaeed, 'Sukuk Issuance in Saudi Arabia: Recent Trends and Positive Expectations' (PhD, 
University of Durham 2012) 9. 
38 Basel III is an internationally agreed set of measures developed by the Basel Committee on 
Banking Supervision in response to the financial crisis of 2007-09. The measures aim to strengthen 
the regulation, supervision and risk management of banks. Please see 'Basel III: International 
Regulatory Framework for Banks' (Bis.org, 2017) <https://www.bis.org/bcbs/basel3.htm> accessed 18 
December 2017. See 6.3 below. 
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example Sukuk can provide an alternative to interest-bearing debt securities, to be 
held by Islamic banks as high-quality liquid assets.39 
Furthermore, there are some recent signs indicating that the current growth in Islamic 
financing in Saudi Arabia is due to an enormous demand from Saudi investors. The 
demand comes from both a social and an economic spectrum, because Sukuk are 
considered to be sharia-compliant, and so they are associated with the competitive 
returns generated by such products.40 Thus, Saudi Arabia should pay more attention 
to the Islamic finance market by setting forth the best regulations and practices to 
develop this type of finance which is becoming ever more popular.41 
 
1.2 Research Objectives 
Bearing in mind what has been mentioned in the overview above, this thesis attempts 
to find out whether Islamic finance is provided by relevant laws and regulations that 
could contribute to the development of Islamic finance in Saudi Arabia. Islamic finance 
is built on sharia principles that establish justice and provide for the elimination of 
exploitation in commercial transactions.42 These principles also discourage inequitable 
gains and injustice by prohibiting for example Riba. 43 Thus, Ayub stated that 
economists should focus on risk-related capital and investment mechanisms which 
could remedy many socio-economic problems.44  
As far as the researcher is aware, hardly any studies have addressed this issue with 
particular respect to the new development that Saudi Arabia is currently witnessing in 
response to the Saudi Vision 2030,45 and the recent developments taking place in 
neighbouring countries which broadly share similar cultural and religious values.46 
                                                          
39 Basel Committee on Banking Supervision, 'Basel III: The Liquidity Coverage Ratio and Liquidity 
Risk Monitoring Tools' (Bank for International Settlements 2013) 19 <https://www.bis.org/> accessed 
11 December 2017. 
40 Khalid Alsaeed, 'Sukuk Issuance in Saudi Arabia: Recent Trends and Positive Expectations' (PhD, 
University of Durham 2012) 9. 
41 TheCityUK, 'Global Trends in Islamic Finance and the UK Market' (TheCityUK 2017) 19. 
42 Fahad Al-Zumai and Mohammed Al-Wasmi, '2008 Financial Crisis and Islamic Finance: An 
Unrealized Opportunity' (2016) 29 International Journal for the Semiotics of Law - Revue 
internationale de Sémiotique juridique 457. 
43 Muhammad Ayub, Understanding Islamic Finance (Wiley 2013) 9. 
44 Ibid. 
45 See 3.6 and 6.6 below. 
46 See 4.11 below. 
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Based on this, the following key objectives can be derived: 
1- to explore and explain the current legal situation governing Islamic finance in 
Saudi Arabia, to show the distinction between law in theory and law in practice; 
2- to identify some of the possible challenges that may face Islamic finance in 
Saudi Arabia;   
3- to propose solutions that may help Islamic finance in Saudi Arabia to gain the 
confidence of its investors and clients; 
4- to use the Sukuk instrument in Saudi Arabia, an Islamic financial product, as a 
tool to discover the challenges that facing Islamic finance in practice. 
 
1.3 Research Questions 
Based on the above objectives, this thesis attempts to answer one main research 
question which is: What are the legal challenges facing Islamic financial products in 
Saudi Arabia? In order to answer this question, there are other questions that may be 
formulated such as: What does Islamic finance mean and what kind of principles does 
this type of finance has to follow?  
The thesis will then move to another issue linking Saudi Arabia with Islamic law and 
finance by raising another question: To what extent does Saudi Arabia commit to its 
own Islamic laws with respect to Islamic financial institutions in the Kingdom? This 
should be followed by a further question: What laws are really being applied to Islamic 
finance in Saudi Arabia? This question would show the distinction between law in 
theory and law in practice. 
Answering these previous questions would lead to the next question which is: Why are 
Islamic finance institutions governed by laws and regulations that are designed for 
conventional financial institutions? After this question, the thesis will highlight the risks 
that can accrue when specific regulations are not provided by answering the following 
two questions: What, if any, are the potential shortcomings in the way Islamic financial 
institutions in Saudi Arabia deliver the contracts to their customers? And what are the 
consequences of not adopting special laws and regulations for Islamic finance?  
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Furthermore, an attempt will be made to answer the question: To what extent is it 
important to have special requirements for sharia boards in financial institutions, such 
as electing board members and insuring their independency?  
As the thesis takes Sukuk to be used as the subject of a case study, there is a need 
to raise a question about the meaning of the Sukuk and how they differ from other 
financial instruments in conventional finance such as bonds and shares and then to 
answer a question: How is the Sukuk, as an example of an Islamic finance instrument, 
dealt with in Saudi Arabia? Finally the thesis will answer the question: What are the 
challenges facing the development of Sukuk? 
1.4 Research Rationale 
The debates among the public, the sharia scholars and the academics on the legality, 
from the sharia point of view, of engaging in financial activities whether through 
conventional or Islamic financial institutions47 have attracted the attention of the 
researcher from an early stage. 
As a result, the researcher became keen to investigate the reasons behind the slow 
development of Islamic financial institutions in Saudi Arabia, although this country has 
the potential to be among the top actors and providers of such finance; and also, to 
find out more about the existence of conventional banks that provide financial products 
and contracts that contain Riba (interest). 
This made the researcher interested in trying to find out the reason why Islamic law, 
which is the law of the country, is not always followed in this context. In 1992 Abdulaziz 
bin Baz the Grand Mufti of Saudi Arabia at that time, responded to a question about 
working in banks in Saudi Arabia that deal with Riba. He stated that unfortunately, 
most of the banks in Saudi Arabia and outside of the country deal with Riba; those 
banks should be avoided, by people not working in, or dealing with them.48 Then he 
                                                          
47 Yussef Alkhozim, يملاسا يزكرم فرصم ىلإ ةيزكرملا فراصملا لوحت (The Transformation of Conventional 
Central Banks to Central Islamic Bank) (Dar Al-Salam 2004). Also, M. Shaghil, Islamic Economics a 
Global Perspective (1st edn, SB Nangia 1989). Also see Sami Hassan Homoud, Islamic Banking: The 
Adaptation of Banking Practice to Conform with Islamic Law (Graham & Trotman 1985). And Frank E 
Vogel and Samuel L Hayes, Islamic Law and Finance: Religion, Risk, and Return (Koninklike Brill 
2006). M. Shaghil, Islamic Economics A Global Perspective (1st edn, SB Nangia 1989). Wael B. 
Hallaq, An Introduction to Islamic Law (1st edn, Cambridge University Press 2009). Abdulrazak Al-
Hiti, فراصملا ةيملاسلاا نيب ةيرظنلا قيبطتلاو  (Islamic Banking at the Crossroads: Theory Versus Practice) (Dar- 
Osama Publisher 1998). 
48 Abdulaziz Bin Baz, ةعونتم تلااقمو ىواتف عومجم (Collection of fatwas and Various of Articles) Vol 7 
(Maktabat al-Maarif lil-Nashr wa-al-Tawzi 1992) 282. 
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said conventional banks would quickly disappear as the king has now agreed to 
Islamic banks being established.49 As a matter of fact, the government stated upon its 
establishment, as stipulated in the Basic Law of Governance in more than one article, 
that the country is ruled and governed by Islamic Law (sharia). For example, the Basic 
Law of Governance states that “governance in the Saudi Arabia derives its authority 
from the Book of God and the Sunna, both of which govern this Law and all laws of 
the State”.50 Also, the SAMA Charter is based on sharia-compliant principles, as 
stated, for instance, in Article 6 (a) and (d): 
The Agency shall not undertake any of the following functions: (a) acting in any 
manner which conflicts with the teachings of the Islamic Law; the Agency shall 
not charge any interest on its receipts and payments; (b) engaging in trade or 
having an interest in any commercial, industrial, or agricultural enterprise.51 
From the above, it can be seen that Saudi Arabia chose to be governed in all aspects 
of its governance, including finance, by Islamic law. This means that any law or 
regulation that contradicts with sharia should be avoided, whereas the thesis is going 
to show that this is not always the case. Thus, this thesis seeks to examine the issue 
in depth and attempts to make possible recommendations to contribute to the field of 
Islamic finance in Saudi Arabia. The recommendations will be about developing proper 
regulations that would assist such finance to grow in the right legal environment.In 
order to examine the way Islamic finance is dealt with in Saudi, the researcher chose 
one of the Islamic finance products that has become increasingly popular in many 
countries.52  
Sukuk is an Islamic financing instrument that might be one of the most appropriate 
choices to increase the efficiency and effectiveness of the financing system for Saudi 
Arabian corporates and might possibly serve to meet their funding needs instead of 
the prohibited options, such as bonds, that exist now.53 For this reason, Sukuk were 
chosen as an example to highlight the challenges that may face Islamic finance in 
Saudi Arabia. 
                                                          
49 Ibid. 
50 Basic Law of Governance 1992, Art 7. 
51 Ibid Art. 6. 
52 Abdullah Al Elsheikh and Joseph Tanega, 'Sukuk Structure and its Regulatory Environment in the 
Kingdom of Saudi Arabia' (2011) 5 Law and Financial Markets Review 190. 
53 See 5.4.1 below. 
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1.5 Research Methodology 
This thesis focuses on sharia law within the specific context of Saudi Arabia by 
investigating how Saudi Arabia chose to adopt sharia law and by analysing its 
practices using Sukuk as an example. Hence, this research is mainly concerned with 
investigating the application and effectiveness of the Islamic finance legislation in the 
Kingdom of Saudi Arabia and broadly adopts a combination of the examination of 
primary and secondary sources together with some empirical research as well.  
This thesis reports “research about law” more than “research in law”.54 Thus, in 
addition to consulting the relevant secondary literature in the area, the thesis also 
analyses some primary sources such as religious texts, the Quran and the Sunna; and 
also several legal documents such as the Saudi Basic Law of Governance, the Law of 
the Judiciary, the Law on Supervision of Finance Companies, Saudi Arabia Banking 
Control Law and the Charter of the Saudi Arabian Monetary Agency.   
Then the thesis engages with secondary literature on this subject for the library-based 
or doctrinal method, which can be used, as Ian Dobinson and Francis Johns stated, 
to ask what the law is in a particular area,55 by collecting and then analysing a body of 
case law, together with any relevant legislation (so-called primary sources) and may 
include secondary sources on the legislation, to describe a body of law and how it 
applies.56 
Secondary sources are used in this thesis such as a large number of books in Arabic 
and English on the topic of Islamic finance and Saudi regulations. In addition, a great 
number of articles were reviewed, and other theses were consulted. Moreover, 
financial reports were reviewed to obtain some current figures showing the 
developments in Islamic finance in general and in Saudi Arabia in particular. Also, 
press releases from the government and well-recognised financial institutions were 
included especially concerning the most recent development in the laws and 
regulations of finance that have not yet been discussed in academic circles. 
                                                          
54 Paul Chynoweth, 'Legal Research', Advanced Research Methods in the Built Environment (John 
Wiley & Sons 2008) 31. 
55 Ian Dobinson and Francis Johns, 'Legal Research as Qualitative Research', Research Methods for 
Law (2nd edn, Edinburgh University Press 2017) 21. 
56 Ibid. 
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This thesis also provides a comparative analysis between Saudi Arabia, several of its 
neighbouring countries and the UK. The UK has been chosen to show the way Islamic 
finance is treated in a Western country especially with regards to the recent regulations 
relating to corporate governance.57  
This comparative analysis attempts to show how several neighbouring countries of 
Saudi Arabia, all of which broadly share similar cultural and religious values that relate 
to Islam, have developed their own regulations to provide a better environment for 
Islamic finance institutions while Saudi Arabia has not yet applied any new laws or 
regulations regarding this issue. 
Moreover, in order to gather in-depth relevant information, interviews were conducted 
in this research; five face-to-face semi-structured interviews with high experts in this 
field took place. Semi-structured interviews are characterised by their unique 
flexibility;58 they are less rigid in format than the structured interviews and involve an 
interview guide rather than an interview schedule. The guide is designed as a prompt 
for the interviewer to ensure that all issues in the interview are covered.59  
These kinds of interviews are commonly described as ‘in-depth interviews’ to suggest 
that such interviews are intended to produce elaborate and detailed answers or 
complex description.60 It is sufficiently structured to address specific dimensions of the 
research question whilst also leaving space for study participants to offer new 
meanings to the topic of study.61 It responds to an imperative for finely-tuned 
qualitative analysis in order to open up new possibilities in understanding complicated 
phenomena often accepted as unproblematic.62 This is why the semi-structured 
interview was chosen. As the researcher seeks to understand the complexity involved 
in the regulation of Islamic finance under regulations that were designed for 
conventional finance, then the researcher attempts to encourage the interviewees in 
suggesting reforms if needed. Thus, most of the questions were open-ended. Some 
interviewees were asked different sub-questions from others, depending on the type 
                                                          
57 See 4.11 below. 
58 Anne Galletta, Mastering the Semi-Structured Interview and Beyond (New York University Press 
2013)1. 
59 Gabriele Griffin, Research Methods for English Studies (2nd edn, Edinburgh University Press 2013) 
186. 
60 Ibid. 
61 Anne Galletta, Mastering the Semi-Structured Interview and Beyond (New York University Press 
2013)2. 
62 Ibid. 
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of position and field they worked in but almost all of them were asked the same main 
questions.  
Usually easy and general questions would be asked at the beginning of the interview 
such as a question about the difference between conventional financial institutions 
and Islamic financial institutions.Then the questions went more in-depth: for example 
The researcher suggested looking at the relationship between Islamic financial 
institutions and SAMA, by asking whether SAMA is regulating the financial institutions 
in ways that do not conflict with the sharia law as it was stated in its Charter; and 
whether the current practices of the Islamic financial institutions truly comply with the 
Islamic principles, and, if not, why not? 
Also, the researcher asked the interviewees their opinions as to whether Islamic 
financial institutions are benefiting from not having especial regulations to ensure the 
compliance of their products to sharia law; and also about the sharia boards in financial 
institutions, trying to understand the current situation and which different financial 
institutions deal with such a board; then, going further to discuss the sharia 
governance and the advantages of it introduced by the regulators. In addition, some 
questions related to the judicial role and the different special committees that Islamic 
financial institutions have to go to in case of disputes, whether between other financial 
institutions or with consumers, seeking suggestions from their point of view? 
Also, questions were put asking about their thoughts about establishing a Central 
Sharia Board and, discussing some examples of the recent development in other 
countries towards Islamic finance and whether such examples can be beneficial if 
adopted in Saudi Arabia? Finally, questions were asked about their thoughts on better 
regulations for Islamic finance? 
All interviews were conducted in the Arabic language, as all participants were Arabs. 
The researcher approached a number of people knowing that not all would respond; 
five of the people approached were interviewed. The participants were selected as 
they are experts in this field and from a range of professional backgrounds. For 
example, the participants included one academic, chosen for his involvement and 
publications in this area, a member of the Sharia Board Advisory Department in a well-
known Saudi Islamic bank and the head of the Sharia Board Advisory Department in 
another renowned Saudi Islamic banking provider.  
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These interviews were conducted to evaluate the existing efforts already made in this 
field and to find out about the possible challenges facing Islamic finance in Saudi 
Arabia. A member of the SAMA, the central bank of Saudi Arabia, was interviewed to 
find out the point of view of the regulators about Islamic financial institutions. Finally, 
a top executive of the Accounting and Auditing Organization for Islamic Financial 
Institutions (AAOIFI) in Bahrein who has shown an interest in the Saudi Islamic finance 
market was also interviewed.  
These interviews were designed to help the researcher in his understanding of the 
criteria applied to regulate Islamic finance in Saudi Arabia and to find out whether both 
conventional and Islamic finance can be managed under the same regulations; and 
also, to find out whether the existing laws are actually applied in real life, to identify if 
there is a gap between law and practice, and whether the current regulations are 
deemed appropriate to enhance the development of Islamic banking and finance. 
Furthermore, the interviews were useful in finding out what the interviewees would 
suggest for reforms if needed. 
The interviewees are considered experts in one or more aspects of this field of Islamic 
finance and the legal challenges possibly facing this industry in Saudi Arabia even 
though they do not have written publications on this topic. Thus, the interviews were 
useful for gathering their perspectives, points of view and opinions on this issue.  
With regards to the interview protocols, most of the questions were open-ended to 
give the chance for interviewees to give more in-depth answers and to justify their 
answers. The questions also provided opportunities for gathering the participants’ 
points of view about Islamic finance contracts and how they are regulated in Saudi 
Arabia. Also as William Harvey stated, it is generally advisable to avoid asking highly 
educated people close-ended questions as they do not like to be in the “straightjacket” 
of such questions.63  
The interview method is beneficial to this thesis as it collects different particular 
perspectives from certain people, who have been selected because of their close 
relation to the topic, and to understand how and why they have this particular 
perspective.64 The interview method helps the researcher to gain knowledge from 
                                                          
63  William S Harvey, 'Strategies for Conducting Elite Interviews' (2011) 11 Qualitative Research 434.  
64 Catherine Cassell and Gillian Symon, Essential Guide to Qualitative Methods in Organizational 
Research (SAGE 2004) 11. 
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interviewees who may not be able to express their views in the media or in their 
publications to protect their work position. 
Such knowledge can be gained when the right methodology is used and the questions 
are allowed to flow smoothly during the interview: starting with questions that can be 
answered by the interviewee easily and without potential distress, and more difficult 
questions can be held back in order to give time for both interviewer and interviewee 
to relax and feel that they know each other.65 In addition, the anonymity of their names 
that have been guaranteed by the researcher helps to gain the interviewees’ 
confidence which is part of the ethical framework that is going to be highlighted now. 
For ethical reasons, each one of the interviewees was contacted individually to enquire 
about their acceptance to be interviewed and to find the best and safest way to be 
contacted with regards to arranging times for the face-to-face interviews, and the way 
to receive the consent forms. The participants were informed, via the information sheet 
and consent form in different ways, either by verbal or email communication, that 
taking part of this interview is completely voluntary. 
 In addition, full consent has been gained by each participant signing the written 
consent form which was delivered to the participants by the best possible method as 
suggested by each participant: sent out via email or by hand distribution before the 
interview and to be returned either before or on the day of the interview. More forms 
were available at the interview. 
Participants in each interview were fully informed about the purpose of the research 
and the procedures that would be used. Interviewees were given information on the 
project on the initial contact and this was explained again at the beginning of the 
interviews. There was an information sheet that was sent via e-mail or by hand to be 
signed before the start of the interviews to ensure that they had read it. The information 
sheet consisted of a comprehensive summary of the nature of the research and details 
of what their own participation would involve. Also, it included contact details of the 
interviewer and his supervisor so that any additional queries could be answered. 
                                                          
65 Ibid 17. 
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In addition, the topic of the thesis is not a politically sensitive topic in Saudi Arabia; 
which made the possible harm to participants relatively small if adequate safeguards 
were followed. 
The most likely source of possible harm is an interpersonal (rather than political) 
conflict if participants criticise the way their organisations or department work in 
cooperating with Islamic finance, which may affect the relations with their managers 
at work. To minimise this harm it is critical that anonymity is preserved as far as 
possible. 
Nevertheless, the researcher explained to the participants that there might still be a 
possible risk of identification, even though it may be fairly small; and that they had the 
right to either not participate, or to withdraw their participation at any point or to avoid 
answering particular questions. To further limit the possibility of identification 
participants were given a non-identifying pseudonym, to be ‘participant A’ and 
‘participant B’ for example. 
The only other identifier to differentiate the samples would be to describe the 
participants as for example a member of the Sharia Board Advisory Department in a 
Saudi Islamic bank or an academic doctor in one of the Universities in Saudi Arabia, 
as will be seen soon. Some participants did not mind waiving their anonymity but the 
researcher made all participants anonymous for extra protection as they did not ask 
to reveal their names. Other ethical considerations are stated in the ethical proposal 
that has been approved by the University of Exeter by the ethical committee and this 
can be found in index 1.66 
As stated above, for ethical reasons and in order to guarantee the participants’ 
anonymity, the names of the interviewees have not been disclosed. Instead, they are 
mentioned in this thesis using non-identifying pseudonyms as follows: 
Participant A is a member of the Sharia Board Advisory Department in a Saudi Islamic 
bank 1. 
Participant B is the head of the Sharia Board Advisory Department in a Saudi Islamic 
bank 2. 
Participant C is a top executive of AAOIFI. 
                                                          
66 Please see appendix 1below. 
28 
 
Participant D is a high position member of the SAMA. 
Participant E is an academic doctor in one of the Universities in Saudi Arabia who has 
a notable involvement and publications in this area. 
1.6 Research Limitations 
Despite the rigour of this work and the depth of its analysis, this thesis has evident 
limitations. First, although Islamic finance is used in many countries, in this thesis the 
discussion is only limited to the legal challenges facing Islamic financial in Saudi 
Arabia. References to several other countries are made but the primary focus remains 
on Saudi Arabia and the way it deals with Islamic finance from a legal point of view. In 
addition, this work introduced and discussed some of the laws and regulations that 
play a vital role, whether positive or negative, in the development of Islamic financial 
institutions. 
Thus, the focus is on the key regulations in relation to Islamic finance. Thirdly, the 
analysis of the Fatwas (plural of fatwa which is an Islamic decision about a case), 
including the interviews and decisions on the compatibility of financial contracts to 
sharia, was based only on the four major Sunni schools of thought (Madhabs), Hanafi, 
Maliki, Shafi and Hanbali, as these have a significant influence on Fatwas in sharia 
boards in Saudi Arabia. 
Finally, another limitation which can be considered a contribution from a different angle 
is that as Saudi Arabia is currently upgrading its laws to comply with the Saudi Vision 
2030, there seems to be a lack of academic work on this issue in light of these recent 
developments; thus, the researcher resorted to gathering information from 
newspapers or press releases from the government organisations. 
1.7 Research Contribution 
It is hoped that this thesis will make a significant contribution to knowledge in the field 
of Islamic finance. The thesis emphasises the importance of Islamic finance to Saudi 
Arabia by showing the strong relationship between Islam, including its financial side, 
and Saudi Arabia, a country that declares Islamic law as its governing law. This point 
was developed further to show that there are differences between the law in theory 
and in practice with regards to Islamic finance in Saudi Arabia.  
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In addition, an important contribution is made by the researcher to identify some the 
legal challenges and shortages that hold Saudi Arabia back from being a major hub of 
Islamic finance, even though it enjoys certain special features that would place it at 
the top of the Islamic finance sector. 
The thesis tries to give a clear explanation why things were developed in the way they 
did before, and in particular, why regulations were adopted that were built on 
conventional finance which included the practice of prohibited transactions in Islam. 
But now we have reached the situation, as stated earlier, because of the strength of 
the Islamic finance sector and because of the Saudi Vision 2030 for the future. When 
all these things are coming together; it is now the time for moving to the next stage of 
development when the financial institutions have to ensure that products that are 
marketed as compliant to sharia law really are sharia-compliant to avoid losing the 
confidence of the consumers.  Furthermore, this research has provided a significant 
contribution as it has managed to gather the views and opinions of very important 
actors and decision-makers within the Saudi Islamic finance industry.   
This thesis makes a number of recommendations about possible solutions that Saudi 
Arabia can adopt to make the most of the Islamic finance sector, which should develop 
Islamic finance even further. It is the time to develop products which are genuinely 
compliant with sharia law; such development would be achieved by pushing regulators 
to create a Central Sharia Board identifying its position and legal responsibilities, also 
setting up standards for sharia governance in financial institutions that provide Islamic 
financial contracts by the regulators, the Saudi Arabian Monetary Authority and the 
Capital Market Authority (CMA), to ensure the independence of the sharia boards and 
increase the trust of  customers and shareholders in the compliance of their finances 
to sharia.  
This thesis addresses the new and current shift with regard to the legal developments 
that Saudi Arabia is adopting as part of the Saudi Vision 2030. In this respect, this 
work may constitute the first academic work, as far as the researcher is aware, that 
highlights the new laws and regulations that may contribute to the development of 
Islamic finance in the country and because of the Saudi Vision 2030 for the future. 
Suggestions are given by the researcher on the type of regulations that need to be 
adopted by the regulators.   
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1.8 Organisation of the Thesis 
This thesis attempts to illustrate the ways by which Islamic financial contracts in Saudi 
Arabia are governed and seeks to demonstrate the need to develop the existing 
domestic laws with regard to Islamic financing and banking. The central argument of 
this work is that the current laws in Saudi Arabia implemented to control Islamic 
banking and finance have serious shortcomings in the way they deal with Islamic 
banking and finance in this modern era. Hence to develop this argument the thesis is 
organised around seven chapters, as explained below. 
The first chapter has provided an overview of the work and has highlighted the 
researcher’s motivation for choosing this topic. Then the research objectives were 
presented followed by the research questions, which gave more focus on the research; 
the methodology adopted throughout this research to build this work was also 
presented. Also, this chapter has highlighted the limitations of this work and, finally, 
the contribution of this research to the academic field was stated. 
Chapter Two aims to provide the reader with a clearer understanding of the meaning 
of Islamic finance and Islamic banks,67 in addition to mentioning the reason behind the 
growing popularity of such finance.68 Also, the foundations of Islamic finance are 
presented including the sources of Islamic law69 and the different Islamic schools of 
thought as they have a significant influence on Islamic finance in Saudi Arabia and in 
other countries as well.70 
This chapter also explains the basic foundations relating to the prohibition of certain 
types of financial contracts in Islam based on the Quran and the Sunna. The analysis 
of the Quran and the Sunna involves a close examination of selected verses and 
relevant interpretations, as highlighted in that chapter.71 The chapter also provides the 
underlying reasons for the different kinds of prohibited contracts, such as gambling, 
Gharar, selling debts, and usury in sales and in loans. Then, a brief explanation is 
provided regarding the meaning and function of the different contracts available in 
Islamic finance, such as Murabaha, Musharaka.72  
                                                          
67 See 2.2 below. 
68 See 2.4 and 2.5 below. 
69 See 2.3 below. 
70 See Error! Reference source not found. below. 
71 See 2.7 below. 
72 See 2.8 and 2.9 below. 
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Chapter Three introduces the Saudi legal system and the way Islamic banking and 
finance is practised in that country.73 The chapter examines the structure of the Saudi 
Arabian legal system,74 and then discusses the laws and government bodies 
governing finance and banking, such as the Banking Control Law and the Saudi 
Arabian Monetary Authority.75The chapter then categorises the different types of 
commercial banks in Saudi Arabia.76 Finally, it introduces the new development that 
is currently taking place in different sectors including finance and the laws brought in 
to respond to the Saudi Vision 2030.77  
Chapter Four raises the importance of sharia boards for financing activities in Saudi 
Arabia and focuses on sharia boards in Saudi financial institutions including banks. 
The chapter first presents the meaning of the notion of sharia-compliance that sharia 
boards in financial institutions are required to guarantee in all the financial products 
they approve;78 then, the chapter provides the reasons behind the different Fatwas on 
a certain financial product depending on the different Islamic schools of thought and 
their position with regards to Hila (a legal ruse or stratagem),79 and how the law in 
Saudi Arabia looks at Hila.80 The chapter presents the main interview findings and 
highlights some of the challenges that Islamic finance appears to be facing.81 The 
chapter also highlights the situation of sharia boards in Saudi Arabia seen from a legal 
standpoint,82 and how its corporate governance compares with the current situation in 
Saudi Arabia’s neighbouring countries within the GCC.83 Then, rules for sharia 
governance for Saudi regulators are suggested by the researcher.84 Finally, the 
chapter discusses the idea of creating a Central Sharia Board to supervise individual 
sharia boards in financial institutions.85  
Chapter Five introduces the notion of Sukuk in Islamic finance to be used as a case 
study and as an example of the way Saudi Arabia deals with Islamic finance. Sukuk 
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are one of the current popular instruments that Islamic finance has invented to replace 
conventional ways of finance which do not comply with Islamic principles. These 
financial instruments have been chosen because they can be organised and built on 
different forms of Islamic financial contracts and also, because of their popularity in 
many countries including Saudi Arabia.86 
Sukuk are studied in detail87and compared with other financial instruments to show 
the difference between conventional and Islamic finance.88 The chapter provides the 
necessary contextual knowledge to understand further issues relating to Sukuk in the 
next chapter;89 and it also gives examples of ways to form Sukuk instruments.90 
Chapter Six deals with Sukuk and its regulations to provide an example of the way 
Saudi Arabia regulates Islamic finance and the challenges facing such finance. The 
chapter starts by illustrating the growing interest in Sukuk among investors in Saudi 
Arabia;91 then the difficulties facing Sukuk in Saudi Arabia are discussed,92 and how 
the authorities intend to encourage such finance,93 especially bearing in mind the new 
Saudi Vision 2030.94 Finally, suggestions are made to enhance the use of Sukuk in 
Saudi Arabia.95 
Finally, Chapter Seven concludes the thesis, summarises the main findings of the 
study and highlights a number of legal suggestions and recommendations to develop 
the sector of Islamic finance in Saudi Arabia in order to enhance its attractiveness for 
Islamic finance investors. 
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 Chapter Two: Overview of Islamic Finance 
2.1 Introduction 
In order to examine Islamic financial contracts in Saudi Arabia, identifying the 
challenges that are facing this sector, and attempting to suggest solutions to develop 
this market; it is essential to clarify the meaning of Islamic finance and the pillars on 
which this sector depends on.96 Thus, this chapter highlights what is meant by Islamic 
finance, and then a brief history of this type of finance is presented showing its 
increasing popularity.97 
The chapter also highlights the link between Islamic finance and sharia law98 by 
explaining the different schools of thoughts that have an impact on financial contracts 
in terms of validity.99 This constitutes an important step to develop an argument about 
sharia boards in Chapter Four.100 
In addition, major rules in Islamic finance are discussed showing the prohibited acts in 
Islamic financial contracts that differentiate this type of contracts from conventional 
financial contracts.101 Furthermore, examples of Islamic financial contracts are 
introduced to provide a greater understanding about this kind of finance and give the 
basic knowledge needed when discussing certain challenges later in the thesis.102 
 
2.2 Defining Islamic Finance and Islamic Financial Contracts 
This chapter presents Islamic finance with particular reference to the history of Islamic 
banks in order to show the gap in period when the Islamic finance almost lost its 
identity in many Muslim countries because of the Western colonialists which has its 
impact on the development on this finance.  Also, this chapter highlights the underlying 
principles of the four distinct schools of thought. 
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An exploration of the main sources of Islam is also shown, the Quran and the Sunna, 
which conducted as essential in determining whether or not a contract complies with 
Islamic precepts. 
The Islamic economic system is governed by several basic principles, perhaps the 
most important of which is that the entire universe is made and controlled by one God. 
According to Islamic belief, humans are created by God to represent Him on earth and 
ensure the fulfilment of His commands.103 While these commands cover almost every 
aspect of human life, they are not exhaustive, as this would unduly constrain human 
deeds, nor are they too uncertain, which would make every sphere of life dependent 
on human perceptions and desires.104 
Thus, Islam promotes a balanced way to govern human life which provides a wide 
basis for rational judgment in human activities, to choose and decide on the basis of 
our assessment of facts, reasons and experience.105 However, this is tempered by 
certain rules that cannot be infringed upon, making them not dependent on human 
assessment.106 This suggests that, from an Islamic point of view, even human reason, 
despite its potentially vast capabilities, cannot claim to have unlimited access to truth, 
as this is only possible through the rules of God. 
In several areas of human life confusion and conflicts can occur between reason and 
desires, leading people to make the wrong decisions. For instance, some ancient 
theories claimed to be rational by promoting reason, yet have been shown to be 
fallacious through the advancement of science.107 
According to Islamic beliefs, Almighty God has not only provided guidance in terms of 
moral issues or worship, but also in all aspects of human life, including socio-economic 
fields.108 Muslims have to work within the limits of these commands, based upon the 
belief that on the day of judgement they will be asked five questions. One of these 
pertains to the acquisition and use of wealth, meaning that Muslims have to earn and 
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spend their wealth in a way that is permissible within the divine rules.109 The result of 
this is that Islamic institutions have specific ways of dealing with finance that can 
explain the reason for introducing Islamic finance.110 
Islamic finance has been a part of Islamic law since its inception more than 1400 years 
ago. However, it has been argued that the impact and influence of European 
colonisation in the Muslim world lessened both the spirit and the position of Islamic 
finance. In the early 1970s, Islamic financial returned to prominence in the banking 
sector, with a great number of Muslim countries deciding to adopt this financial system 
in conformity with Islamic principles and laws. 
The rate of adoption increased further with the oil boom in many Gulf States.111 Today, 
a quarter of the world population is Muslim, which justifies the need to adopt a financial 
system that complies with their religious requirements.112  More recently, the global 
financial crisis of 2007 triggered a loss of confidence in the financial and banking 
system of Western countries, igniting hopes in the Islamic finance as a viable 
alternative.113 Others argued that one of the vital reasons behind the success of 
Islamic banks is not the contracts themselves but the support for this kind of finance 
from certain rich Muslim countries that have huge oil reserves.114  
Nevertheless, it has been argued that the noticeable increase in Islamic finance is not 
solely due to economic grounds, but because ethical standards are also critical.115 
This gives extra acclaim to Islamic finance, 116 as will be further explained later on in 
the thesis.117 Investors have become more conscious of the benefits of ethical and 
socially responsible investments, which are supported by Islamic finance, hence the 
increased popularity of these institutions. Effectively, the theoretical framework of 
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Islamic finance is always accompanied by the establishment of justice and the 
elimination of exploitation in commercial transactions, even though there are still some 
deficiencies in performance in the current financial institutions.118 Furthermore, one of 
the key objectives of Islamic banks is to reach the socio-economic aims of the Islamic 
religion to reach full-employment, socio-economic justice, the development of the 
economy, an equitable distribution of income and wealth and a smooth utilisation of 
investments and savings making sure that a fair return is gained by all parties.119 
This can be seen by the Islamic prohibition of some acts that could affect the socio-
economic justice such as the prohibition of Riba (interest or usury) and Gharar 
(ambiguity or excessive uncertainty) that will be introduced soon120 and prohibition of 
the sale of some productions that could effects the social welfare such tobacco, 
pornography and alcohol.121 On the other hand, the Islamic encouragement for Zakat 
(almsgiving) and the profit- and loss -sharing financial contracts122 another example 
the socially responsible Sukuk.123 
Therefore, while the aims of the conventional financial system are based on principles 
of profit maximisation or the creation maximum returns on capital, Islamic finance 
seeks to benefit society in terms of equity and prosperity.124 Zubairu and Sakariyau, 
for instance, stated that “for conventional banks the ultimate objective is profit 
maximization, which is in line with the capitalist worldview on which these banks are 
founded upon. This situation is not so for Islamic banks as they are founded on the 
basis of the religion of Islam.”125 
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Furthermore, Vogel and Hayes have explored the ways in which Islamic finance helps 
the economy to grow by attracting rich Muslims. They claim that Islamic finance is 
therefore the best choice for individuals who do not wish to commit a sin by investing 
their money with conventional banks which deal with interest made.126  
Moreover, Anas points out that “Islamic finance in general, and particularly the Islamic 
banks, is the establishment of justice and elimination of exploitation in business 
transaction. This can be done by the prohibition in all sources of illegal “unjustified” 
enrichment and the prohibition of dealing in transactions that contain excessive risk or 
speculation.”127 Ayub also states that justice plays a major role in sustaining an 
economic system for the purposes of long-term business, as stipulated by Islamic 
principles and doctrine. 
Thus, economists who have been trying to develop Islamic financial contracts for about 
forty years, to ensure their balanced and equitable growth and their benefit to 
individuals as well as to societies, should not forget to avoid injustice.128 This is 
considered one of the main principles of Islamic finance which is distributive justice,129 
which the reason for prohibiting Riba and Ghara.130 Ayub believes that as Islam 
already discourage inequitable gains and injustice by prohibiting for example Riba. 
Thus, economists should focus on risk- related capital and investment mechanism 
which could remedy many socio-economic problems.131  
2.3 An Overview of the Sources of Islamic Law 
Islamic finance is a branch of Islamic law derived from the Quran, the direct words of 
God and His last book delivered to Prophet Muhammad, peace be upon him. The Holy 
Quran is the main and primary source of Islamic law giving general and specific rules 
about trading. For example, the Quran states: “O you who have believed, do not 
consume one another's wealth unjustly but only [in lawful] business by mutual consent” 
[4:29]. In addition, many verses in the Quran relate to finance, some of which will be 
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used in this thesis to clarify the law or to show compatibility between Islamic contracts 
and Sharia. 
The Quran covers a wide area of human life ranging from prayer, belief, commerce 
and transactions to criminal acts. The Quran does not distinguish between the 
concepts of law and morality, unlike the secular system. In the Quran, the two are 
inextricably linked and cannot exist without the other. Commercial aspects, contracts, 
trade and other economic matters have been discussed in seventy to eighty verses of 
the Quran.132 
However, more details and cases have been tackled in the Sunna, which is considered 
to be the second main and primary source of law for Muslims. The Sunna can be 
defined as the sayings and teachings, deeds and tacit approvals of Prophet 
Muhammad, which have been reported in the form of Hadith. The term Hadith is 
sometimes used as a synonym to the Sunna although in certain aspects there are 
slight differences. For example, the Sunna can be more general to show the path and 
way that the Prophet chose for his life, it can be used to interpret and provide more 
details about a verse of the Quran, it can set new guidance or demands, that is, when 
an issue is not mentioned in the Quran, explanations are given by the prophet to clarify 
God’s precepts regarding a specific situation.133 The importance of adhering to the 
Sunna is obvious in the following verse of the Quran: “Indeed you have in the 
Messenger of Allah an excellent example for the one who hopes in Allah and looks to 
the Last Day” [33: 21]. Another verse adds:  
“Obey Allah and obey the Messenger; but if you turn away - then upon him is 
only that [duty] with which he has been charged, and upon you is that with which 
you have been charged. And if you obey him, you will be [rightly] guided. And 
there is not upon the Messenger except the [responsibility for] clear notification” 
[24: 54].  
Because the restrictions in the Quran and Sunna can be either very broad or very 
specific, human understanding of the meaning of the Quran and Sunna is required. 
This must be done by qualified Islamic scholars and specialised jurists who have the 
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ability and skills to use the primary sources as a guide to make a decision on an issue 
that is not explicitly stated in these sources.    
Thus, beside the Quran and the Sunna, another source is used: the Ijma (consensus). 
It is considered as a secondary source in Islam and refers to the ruling pronounced by 
unanimity or consensus among sharia scholars.134 Therefore, it is not a divine 
revelation like the two primary sources, but it is a rational proof.135 Ijma has different 
levels, the highest of which is the consensus of the prophet’s companions after his 
death which the vast majority of Muslims accept. 
The next level of Ijma relates to the consensus of the generation of scholars following 
the Prophet’s death till the Day of Judgment. This Ijma is a vital source for the 
derivation of laws. As reported in a prophetic narration, the “Ummah (community of 
Muslims) will not unite on misguidance.”136 Another secondary source is the Qiyas (the 
legal and rational use of analogy), it is a divine law reveals how a specific case can be 
applied to another case that shares common features.137 
In addition, there are other sources of sharia which are considered minor sources that 
scholars use when needed to apply their Ijtihad (Self-exertion) such as the saying or 
choice of a companion of the prophet, Urf (customs), Istislah (public interest), Istishab 
(legal presumption) and Istihsan (preferable matters) (See figure 1).138 
While the Quran and Sunna are considered as perfect and immutable texts by 
Muslims, human ability to understand them may be imperfect or erroneous, thus giving 
rise to divergences of opinion among Islamic jurists on certain issues. This eventually 
led to the emergence of different schools of thought in Islam which play a vital role in 
Islamic finance as certain schools hold different views regarding the prohibition or 
permissibility of certain transactions, as explained in the following sections. 
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Figure 1: The source of Islamic law 
Source: made by the researcher. 
 
2.4  History of Islamic Banks 
It is important to briefly introduce the stages that Islamic finance and banking went 
through since its establishment, and gap in period when they almost lost their identity 
in many Muslim countries because of the Western colonialists which has its impact on 
the development on this finance globally. 
More focus on Saudi Arabia is going to be presented in the next Chapter.139 An Islamic 
bank can be defined as “a financial institution whose statutes, rules and procedures 
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expressly state its commitment to the principle of sharia, and the banning of the receipt 
and payment of interest on any of its operations.”140  
During the pre-Islamic period, people of Makkah used to trade and finance in different 
ways; for example, the trading system with neighbouring countries was mainly based 
on caravans travelling to the south of the Arabian Peninsula in the winter and to the 
north in the summer. Tradespeople used to either travel themselves or give money to 
a trustworthy person to invest their money with a share of the profit in return.141 Another 
financing method was to lend money upon usury.142  
After, the prohibition of certain financial practices, as stated in the Quran and the 
Hadith (prophetic traditions), Prophet Mohammed started to educate people to avoid 
what had been prohibited, starting with his close relatives.143 From that time a positive 
change in the economic, political, social and judicial spheres started to develop, which 
marked the beginning of the establishment of a financial system without interest to 
mobilise resources and finance productive activities and meet consumers’ needs.144 
Lieber described that period as follows: “From the seventh century AD onwards, 
Muslims succeeded in developing long distance trade and international commerce on 
a scale which surpassed anything known before.”145 Chachi cited a number of 
historians who confirmed the existence of bankers during that time, called by different 
names in Arabic such as Sayarifah or Sarraffeen or Jahabidhah. Banks, Lieber 
explains, were called Dawawin Al-jahabidhah. He added that in 913 AD, the Abbasid 
Caliphs “established what is called Diwan Al-jahabidhah (plural Dawawin al-
jahabidhah) with branches in the main trade cities conducting almost all modern 
banking functions albeit without recourse to interest.”146 Then, around 1000 AD al-
jahbadh became like a modern banker, since, as well as the main functions as 
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“administrator of deposits and a remitter of funds from place to place via the medium 
of the Sakk (cheque) and especially of the Suftajah (bill of exchange), Al-jahbadh was 
called upon to grant huge loans to the caliphs, the viziers and other court officials.”147 
However, after the 13th century, the economic and financial developments started to 
slow down as the whole Islamic Empire at that time was facing many challenges, such 
as lack of organisation and an increased bureaucracy, in addition to deviations from 
Islam and sharia particularly in the political sphere. In addition, long wars against the 
Crusaders, Mongols and Tartars caused the destruction of many parts of the 
Empire.148 
Moreover, the Turco-Persian wars, which lasted about three centuries, affected the 
economic recovery of Iraq.149 Because of these challenges and other historical 
circumstances, many Islamic economic activities and the Islamic system of financial 
intermediation became displaced by Western institutions while the Muslim world 
remained for centuries in a state of prolonged decay and deterioration until the mid-
20th Century AD. This period for the Muslim world can be considered similar to the 
Dark Ages in Western Europe which was between the fall of the Roman Empire and 
the end of the 12th Century.150 
Furthermore, according to Vogel, the Islamic banking and finance system represents 
an assertion of religious law in the commercial arena, which is principally secular in 
other parts of the world. However, direct and indirect pressure from Western 
colonialists affected the legal system in most Muslims countries, especially in the 
commercial and civil sphere. 
A small number of Muslims countries, such as Saudi Arabia and some countries in the 
Arabian Peninsula were not under the rule of colonisation.151 With the end of Western 
colonisation, there has been an increasing desire among a great number of Muslims 
to live in greater conformity with Islamic precepts, leading to the widespread adoption 
of Islamic finance.152 In addition, as the Muslim population around the world is more 
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than 1.5 billion and represents about 23% of the earth’s population, the global spread 
of the Islamic religion can be counted as one of the reasons for the dramatic growth 
of Islamic finance.153 
The modern form of Islamic finance started to appear in the 1940s whereby an Islamic 
financial movement began in a village in Pakistan. This work was based upon the 
receipt of deposits from rich land owners, which were then lent to poor farmers to help 
them develop their farms.154 No extra money was given to the depositors, except for 
a small charge to cover the expenses of the institution. Unfortunately, this institution 
faltered in the 1960s due to a lack of qualified staff as Merah stated.155 
This idea of Islamic finance gradually spread in different places in different forms, such 
as sharia-compliant savings and investment funds for Muslims in Malaysia who 
wanted to go on Hajj (pilgrimage) in the 1950s. Also, in Egypt in 1963, local savings 
banks which were compliant with sharia principles were founded and attracted more 
than fifty-nine thousand depositors over a period of only three years. Unfortunately, 
these banks closed because of political problems at that time.156 
In 1971, the Nasser Social Bank, the first modern Islamic bank, opened and in the 
following year, the conference of the Ministers of Foreign Affairs of Islamic countries 
gave recommendations about the need to find an international Islamic bank for Islamic 
countries. This manifested as the Islamic Development Bank, which opened in 1977. 
However, this institution only dealt with governments. In 1975, the Dubai Islamic Bank 
opened providing all banking and investment services for individual investors. In 1977, 
there were three Islamic banks in three countries: the Faisal Islamic Bank in Sudan, 
the Faisal Islamic Bank in Egypt and the Kuwait Finance House. By 1992, there were 
more than ninety Islamic banks; this number increased to 167 by 2001 and 396 by 
2008. In addition, more than 320 conventional banks had an Islamic branch in 2008, 
including HSBC and City Bank, dealing with about US$200 billion.157  
Up until this point, this chapter has explained the meaning of Islamic finance and has 
described the sources of Islamic law, it has then set out the development of this finance 
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including the gap in during the period when Islamic finance almost lost its identity in 
many Muslim countries, thereby impacting on the development of Islamic finance. This 
should help to give more understanding as why some countries, including Saudi 
Arabia, had to engage with a system of finance that was not built on Islamic principles. 
2.5 Islamic Banking and Finance and the 2007 Crisis 
It is believed that the widespread distrust for conventional banking brought about by 
the global economic crisis is supporting the growth of Islamic finance, providing an 
opportunity for its expansion into new markets around the world.158 This can be seen 
in a comparison between the loss of $80 billion reported in February 2008 by 
conventional banks and the lenders in the Gulf and Malaysia, the global hubs of Islamic 
finance, who barely reported any loss.159 
The development in the Islamic financial sector has been characterised by remarkable 
growth rates.160 The total assets held globally under Islamic finance in 2010 reached 
$1 trillion,161 while it reached $2 trillion in 2015 this shows that the global assets of 
Islamic finance grew by 18% during that period as stated by TheCityUK,162 while it is 
expected to reach $2.7 trillion by the end of 2018 and $3.5 trillion by 2021.163 This 
seems to reflect the apparent resilience of Islamic banks to the direct effects of the 
international financial crisis and the resultant global economic downturn.164  
Moreover, Askari believes that because the financial crisis has been the result of 
excessive debt and leveraging, he suggests that to avoid such a crisis in the future, 
the current financial system has to be reformed, arguing that the Islamic financial 
system would prevent these serious risks by prohibiting debt and risk-shifting in favour 
of risk-sharing and equity finance, which would give more stability, as advocated by 
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several economists including Milton Friedman and Irving Fisher.165 In addition, a study 
pointed out that sharia principles can protect Islamic banks from engaging in such 
instruments that have badly affected the conventional banks and caused the global 
financial crisis.166  
Furthermore, Rasem and Kayed strongly argued that the global economic crisis might 
not have happened under an Islamic financial system since most factors that 
contributed to the crisis are forbidden under the rules of Islamic law and finance. Even 
though the Islamic financial industry is only about forty years old, it endured the 
consequences of the global financial crisis but remained relatively positive in the midst 
of the crisis, suggesting that it offers a recognised level of stability in the global finance 
system.167 For example, during the last global financial crisis, Islamic branches of 
banks that have both Islamic and conventional branches in Pakistan were less prone 
to the risk of deposit withdrawals during the crisis than the conventional branches, 
which indicate that customers have more trust on Islamic finance.168 
Nonetheless, a study found that Islamic banks performed differently from conventional 
banks during the period of the last crisis. For instance, in 2008 aspects related to 
business models in Islamic banks helped to contain the adverse impact on profitability, 
while in 2009 some Islamic banks showed weaknesses in risk management practices, 
which caused a decrease in profitability.169 This can be explained as the impact of the 
crisis moved to the real economy which Islamic finance should be built on.170 Finally, 
the study mentioned that during the crisis, credit and asset growth in Islamic banks 
were more than twice higher than conventional banks, which, therefore, justifies the 
need to study Islamic banks and finance in more detail.171 
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This rapid development in the Islamic financial sector means that there is a need to 
evaluate its development and ensure that this sector provides genuine Islamic 
contracts, hence effectively serving the needs of Muslim investors. Even though 
certain activities in Islamic finance did not succeed, the constant innovations of this 
sector show the desire for Muslims to explore alternative solutions and find sharia-
compliant alternatives to conventional banking.172 
A number of international organisations, that chose to develop Islamic finance 
believing that it would open a new window of finance, are making considerable efforts 
to implement standards to regulate Islamic banks globally. For instance, at the end of 
2002, the Islamic Financial Services Board (IFSB) was founded with its headquarters 
established in Kuala Lumpur, Malaysia. This organisation works as a global standard-
setting body of supervisory agencies that have a vested concern in guaranteeing the 
soundness and stability of the Islamic financial services industry, which is defined 
broadly to include banking, the capital market and insurance. In advancing this 
mission, the IFSB promotes the development of a prudent and transparent Islamic 
financial services industry through introducing new, or adapting existing, international 
standards consistent with sharia principles, and recommending them for adoption.173  
In addition the Accounting and Auditing Organization for Islamic Financial Institutions 
(AAOIFI) which was established in 1991 and counted as one of the most vital 
organisations that aims to develop Islamic financial activities.174 It is based in Bahrain, 
is an international not-for-profit organization primarily responsible for development and 
issuance of standards for the global Islamic finance industry. Since its establishment 
it has issued a total of 100 standards in the areas of Sharia, accounting, auditing, 
ethics and governance for international Islamic finance.175 
2.6 Islamic Schools of Thought and its Impact on Islamic Finance 
At the establishment of Islam, Prophet Muhammad was the source whom people could 
gain Islamic knowledge from and learn the teaching of Islam as he was the sole 
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recipient of divine revelation. After his death in Median 632 AD, the four successive 
“rightly guided” caliphs, who were close to the prophet in his lifetime, became the 
leaders. As they had acquired considerable knowledge of the primary sources of 
Islam, the Quran and the Sunna, they had full authority to interpret the sharia according 
to their time. 
Also, they had the knowledge, piety and religious authority. Even though they had the 
authority to interpret the sharia, the Caliphs used to consult many other companions 
of the Prophet, especially those who used to be close to him.176 Islam then gradually 
spread to other lands and certain Muslim scholars and companions of the prophet 
(Sahaba) travelled to different places to deliver the message of Islam. As the Muslim 
territories expanded, many new issues arose that needed to be considered and 
decided, which made it difficult to have a central authority that could unite all the 
opinions. This, as a result, set the stage for the emergence of different Islamic schools 
of thought. 
There are four Sunni schools of thought or Madhab. (Madhahib is the plural term and 
Madhab is singular and it means doctrine.)177 This can be organised historically as: 
the Hanafi Madhab, the Maliki Madhab, the Shafi Madhab and the Hanbali school. 
These schools were named after their founding scholars who lived between 700 and 
850 AD. The term Madhab originally meant a group of students, legists (experts in the 
law), judges and jurists who had adopted the doctrine of a particular leading jurist.178 
The four schools do not disagree on basic Islamic principles and concepts, which 
means that all four schools basically agree on all issues that are relevant to Islam as 
a socio-religious force and on the finality and sufficiency of the Quran and the Hadith 
as the ultimate law for Islam.179 They only differ on the interpretation of certain specific 
rules, or on the type of Hadith used to build their opinions. For instance, one scholar 
may have interpreted a Hadith of the prophet that another scholar may not have 
acknowledged; a scholar may have accepted a particular Hadith as authentic while 
others may have rejected it because of their doubts about its authenticity. 
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Nonetheless, it is widely accepted by Muslims that no one school can be declared 
wrong in their judgements.180 
In addition, one of the main reasons behind the existence of more than one Madhab 
relates to the early divisions among jurists between two main trends: (1) Ashab al-ray 
(rationalists) and (2) Ashab al-Hadith (people of traditions or hadith). The former were 
jurists who used human reasoning to solve legal problems particularly when there 
were not so many sound Hadiths to be consulted or applied. The latter, on the other 
hand, always tried to base their opinions solely on Hadiths. They often cared more 
about Hadith and considered that the most important element in a Hadith was its chain 
of narration (Isnad), that is, the list individuals who narrate the Hadith all the way back 
to the Prophet. Indeed, the Ashab al-Hadith attaches great importance to the credibility 
and integrity of all narrators. Sound knowledge of the chain of narration grants the 
ability to assess the authenticity of a Hadith and should be applied and considered in 
making decisions and pronouncing a Fatwa (an Islamic decision about a case).181 
The difference between these schools mainly relates to the methodology they adopt 
in interpreting the law. It is important to introduce the four schools of thoughts as some 
Islamic financial contracts are recognised as valid by some schools and seen as 
invalid by others, which may have caused some difficulties in setting international 
standards for Islamic finance. For example, most of sharia scholars in Saudi Arabia 
follow the Hanbali Madhab. While Shafi’i Madhab is the commonly apply in Malaysia. 
This may sometimes be a challenging aspect for sharia boards, as further discussed 
in Chapter Four of this thesis. All four schools of thoughts agree on the primary sources 
of Islam, the Quran and the Hadith. However, when an issue is not clearly stated or 
when a decision cannot be based on these primary sources, there are some diffrences 
which secondry and the minor sources that should be applied first as going to be 
shown here.182 For Example Hanafi Madhab chose Ijma, Qiyas, Ijtihad, Istihsan and 
Urf.183 Also gives particular importance to Qiyas and Raa'y (personal opinion) rather 
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than making direct deductions from the Hadith.184 This school in addition, it uses Hilah 
(artifice, device and stratagem) more than other schools,185 as further explained in 
Chapter Four.186 
Whereas, Maliki Madhab used an additional source after Ijma and Qiyas called the 
practice of the people of Madina (Amal Ahl al-Medina). As it was the place the Prophet 
lived most of his life and died in Madina. 187 Also this Madhab used the jurisprudence 
principles of al-Masalih al-Mursalah (public interest if not leading to prohibition) and 
Sadd Al-Dharai (blocking pretences or, in other words, not allowing action that leads 
to committing a prohibition).188 The latter principle limited the school’s rulings regarding 
the diversity of financial contracts because of the fear that they may lead to dealings 
involving Riba which will be discussed in Chapter Four.189 
The theird madhab is the shafi, this school which combined and merged opinion 
(Raa’y) and Hadith. However, the school had its own approach regarding the minor 
sources of sharia, as it limited the use of the juristic discretion (Istihsan) and the public 
interest or considerations of public welfare (Istislah). Nevertheless, it developed and 
opened up the use of Qiyas as well as the primary sources and Ijma. 
Finally, The Hanbali Madhab the founder of this school travel to seek knowledge to 
different places from different schools of thought. He focused on the Hadith more than 
Fiqh. The School sources are the Quran, the Sunna as much as possible, then Ijma 
and Qiyas, then the minor sources of sharia.  
 
2.6.1 The Impact of Islamic Schools of Thought 
The differences between the above schools explain why certain Islamic contracts are 
accepted in certain financial institutions or countries and not in others, depending on 
the chosen school in that area. However, almost all of the above four Imams stated 
that if their opinion or Ijtihad were found to be in conflict with an authentic Hadith, their 
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opinions ought to be ignored and the Sunna be given preference over it.190 
Furthermore, during the period of the development of the schools of the thought, the 
Ijtihad was effectively applied, then the door of Ijtihad started to close and sharia 
scholars began adopting Taqlid (conformism) which is following other scholars’ 
opinions instead of giving their own opinion or Ijtihad. 
As a result, sharia scholars started following the views and the Ijtihad of past scholars 
rather than their own knowledge by basing their own Ijtihad on past Fatwas.191 One of 
the reasons for the rise of Taqlid is that scholars do not feel that they are sufficiently 
qualified to practice Ijtihad, arguing that if Ijtihad is continually re-evaluated, there may 
be a risk of the laws of Islam being constantly changed and clashing.192 Scholars at 
that time use the Taqlid of their own Madhab so a Shafi’i scholar would only apply 
Fatwa that was proven by a Shafi’i school and would ignore other fatwas from other 
schools. This decrease in the interest of using Ijtihad among scholars began in the 
ninth century and became widespread in the next century. As a result, Islamic financial 
contracts were affected by this situation, as there was no development in the use or 
format of the financial contracts. 
However, since recent times, most scholars have not been confined to a single school 
of thought for their interpretation of the Islamic law. Even though many may belong to 
a specific school of thought in terms of their skills and training, they will often combine 
the views of different schools of thought and adopt any fatwa from any school if a 
Hadith supports their Ijtihad. This helps to open the door to the development of Islamic 
financial contracts.193 This is, at least, the case in Saudi Arabia which is the contextual 
focus of this thesis. Most scholars on sharia boards in financial institutions are open 
to all schools of thought when a new financial contract is being studied. 
2.7 Major Rules in Islamic Finance 
Like other forms of finance, Islamic finance pertains to the ways of making money and, 
because humans have different needs in their lives, the different ways existing to deal 
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with these needs. Thus, in Islam, several ways and contracts aim to fulfil such needs. 
Also, certain rules show God’s will and how to comply with His rules, as well as the 
actions and trade practices that should be avoided. Therefore, Islamic finance can be 
described as the provision of financial services that comply with sharia.194 In more 
detail, it describes the financial approaches that comply with the rules and principles 
of Islamic commercial jurisprudence (Fiqh al-Muamalat). 
The focus of Islamic commercial jurisprudence is on contracts, so these rules show 
what sorts of contracts are acceptable or not. In general, any commercial endeavour 
and contract in Islam is permissible, except in cases of obvious prohibition. Islamic 
finance institutions should have certain ethical advantages over other kinds of financial 
institutions because of their link with religion whose purpose is the welfare of 
individuals and society as a whole.195 
However, with regards to banks, Islamic banks, like conventional banks, serve as a 
financial intermediary and trustee of the money of people. Nonetheless, one of the 
differences is that Islamic banks do not accept the receipt or the payment of interest 
or usury on any of their related operations, which are referred to as Riba. This rejection 
of interest-based commerce forces the banks to pay off their depositors with a share 
in profits and losses.196 This difference presents an element of mutuality in Islamic 
banking, because depositors must operate as clientele with some inherent ownership 
rights. These institutions provide financial aid for Muslims who want to invest and do 
so in compliance with Islamic law and principles. 
Another difference between Islamic and conventional banks is that Islamic banks have 
certain explicit social obligations to benefit society.197 This is because the Islamic 
perspective holds that business transactions should never be dissociated from the 
moral principles of society. One of the goals of Islamic banking is to establish social 
justice by keeping out all forms of financial activities that are socially or morally 
injurious, assuring ownership of wealth legitimately acquired, by allowing everyone to 
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keep any surplus wealth and avoid the accumulation of wealth in the hands of wealthy 
people.198 
Following the above premises, it seems pertinent to discuss key prohibitions in Islamic 
finance and further to explore its fundamental meaning. There are three clear elements 
that nullify Islamic contracts: Riba, Gharar and Maisir (gambling or speculation).199 
Essentially, the prohibition of these three aspects constitutes a prudential regulation 
and a risk management measure. Islamic law also prescribes a number of other norms 
and restrictions in an attempt to avoid unfair gains and injustice. In addition, any 
contract made for products and sale of goods and services that is prohibited in Islam 
would be impermissible. For instance, pornographic materials, alcoholic drinks, pork-
related foodstuffs, armaments and other socially detrimental activities cannot be 
traded in Islam. Therefore, the following sections focus on exploring the importance of 
these three elements highlighting the fundamental principles to which they relate. 200  
2.7.1 Riba 
A fundamental principle in Islamic finance is that Riba transactions constitute a severe 
sin, that is, all transactions generating interest, as clearly stated in both the Quran and 
the Sunna. However, it is not always absolutely clear what can be considered as Riba. 
It has been claimed by certain scholars that any prefixed return in any sort of 
businesses is considered Riba and therefore prohibited while others argue that Riba 
relates to the specific situations that arose during the establishment of Islam and that 
cannot be compared to modern commerce.201 The different views on the meaning of 
Riba can be justified because Riba has more than one type.202 The Quran has explicitly 
prohibited Riba, but it doesn't state all its types in details.203 Nonetheless it is essential 
for sharia scholars, bankers and academics to clearly understand Riba and its 
types.204  
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This prohibition of interest in any form of financial transaction is not specific to the 
Islamic religion; rather, this can also be found in the early Jewish and Christian 
traditions in addition to Greek philosophers such as Aristotle who condemned 
obtaining wealth by the practice of charging interest on money. Aristotle made it clear 
that interest transformed money into a commodity and that such transactions should 
not be happening because the idea of money is merely to facilitate the exchange of 
products rather than making it a product itself.205 Plato also mentioned this idea in The 
Republic arguing that interest is a profiteering process which is not suitable with the 
law.206 
However, other Greek thinkers such as Demosthenes understood this idea from a 
different angle, claiming that the borrower has the authority even though he needs to 
pay interest, while the lender is in the weaker position because he only has a written 
promise that the borrower will pay his or her debt in the future.207 This, according to 
him, justifies the right for the lender to charge interest. The Romans as well did not 
agree on usury but with the influence of the elite, interest became acceptable; in fact, 
the interest rate became so high that the government set a maximum rate of twelve 
percent.208 Moreover, Adam Smith in The Wealth of Nations noted the ban of interest 
as a hallmark of Islamic finance arguing that the permission of interest made people 
lend without considering potential profit and the potential cost of default.209 Roy 
Harrod, a famous Western economist, considered that the abolition of interest was the 
simplest way to prevent the collapse of capitalism. In Economic Dynamics he 
expressed his fascination for an interest-free economy: “It is not the profit itself, earned 
by services, by assiduity, by imagination, or by courage, but the continued interest 
accruing from the accumulation that makes that profit taker eventually appear 
parasitical.”210 He also added that an interest-free society which is a “totally new kind 
of society” would be the final correct answer to all that is justly advanced by the critics 
of capitalism.211 
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Moreover, Anas and Mounira discussed certain ethical principles regarding riba 
arguing that financial transactions should be free from interest directly or indirectly 
connected to a genuine economic transaction. Furthermore, they argued that it is 
unethical to profit from indebtedness or the trading of debts. As an alternative, the 
investee and investor can avoid that by sharing the risks and profits made from a 
venture, an asset or a project.212 
It can be said that the main aim of prohibiting Riba is to distribute wealth among 
people, as Islam seeks to build up an economic environment based on fairness and 
justice through the prohibition of interest or Riba.213 The concept of interest can be 
defined in different ways and one of the definitions suggested is the following: “The 
excess of money paid by the borrower to the lender over and above the principal for 
the use of the lender’s liquid money over a certain period of time.”214  
From an Islamic perspective, the Quran prohibits Riba in many different verses. The 
first of these verses states: “O you who have believed, do not consume Riba, doubled 
and multiplied, but fear Allah that you may be successful” [3:130]. This is the first 
instance in the Quran where the practice of Riba is mentioned and prohibited.215 
Moreover, another verse asserts: 
“And [for] their taking of Riba while they had been forbidden from it, and their 
consuming of the people's wealth unjustly. And we have prepared for the 
disbelievers among them a painful punishment” [4:161]. 
The above verse indicates that even if people deal with usury, it is still unlawful. This 
is supported by the following statement from the Quran: 
“And whatever you give for Riba to increase within the wealth of people will not 
increase with Allah. But what you give in Zakat, desiring the countenance of Allah 
- those are the multipliers” [30, 39]. 
In the above verse, life is linked to the hereafter, stating that a good person should live 
their life as prescribed by God explaining that any unlawful means of gaining money 
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will not help them in the hereafter. Moreover, other verses from the Quran further 
explain that Riba is prohibited and unlawful: 
“Those who consume Riba cannot stand [on the Day of Resurrection] except as 
one stands who is being beaten by Satan into insanity. That is because they say; 
trade is [just] like interest. But Allah has permitted trade and has forbidden 
interest. So whoever has received an admonition from his Lord and desists may 
have what is past, and his affair rests with Allah. But whoever returns to [dealing 
in interest or usury] - those are the companions of the Fire; they will abide 
eternally therein”. [2:275] 
“Allah destroys Riba and gives increase for charities. And Allah does not like 
every sinning disbeliever” [2:276]. 
“O you, who have believed, fear Allah and give up what remains [due to you] of 
Riba, if you should be believers”. [2:278] 
“And if you do not, then be informed of a war [against you] from Allah and His 
Messenger. But if you repent, you may have your principal - [thus] you do no 
wrong, nor are you wronged” [2:279] 
“And if someone is in hardship, then [let there be] postponement until [a time of] 
ease. But if you give [from your right as] charity, then it is better for you, if you 
only knew” [2:280] 
“And be fearful of the Day when you shall be returned to the Allah, then 
everybody shall be paid in full what he has earned and they shall not be 
wronged”. [2:281] 
In the above verses it is clearly stated that Muslims have to stay away from Riba. 
These verses explain that Riba is not like trade, even if both of parties in the agreement 
involving Riba agree to accept it, it will not be lawful. 
However, the above verses clearly mention the difference between trade and Riba 
that trade is lawful, while Riba is not, and that money made from Riba will be 
destroyed. It is said that money must not be taken from Riba, with God declaring war 
on those still dealing with Riba in the next verse. It was suggested that when a person 
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has difficulties in paying his or her debt, extra time should be given for the debt to be 
paid without charging any extra money for dealing. 
While Riba is cited in different places in the Quran, almost all of the verses explicitly 
show that it is unlawful. However, the Quran does not explain the real meaning of Riba 
or why it is wrongful. The term Riba in the Arabic language was known before Islam 
as any increase on a loan and further explanation is provided in the Sunna, whereby 
more specific types of Riba were explained.  
In the Hadith, Riba has been mentioned several times whereby some of the sayings 
of Prophet Mohammed reiterated the Quranic meanings while others provided 
additional details and highlighted different types of Riba. Thus, certain Hadiths are 
presented below in order to identify the implications and important rules regarding this 
principle with respect to modern transactions. 
The first Hadith stated that it is not only the two parties involved in the Riba transaction 
who are blamed and commit a sin, but also all those involved in this transaction. Jabir, 
a companion of the Prophet, reported that “the Prophet cursed the receiver and the 
payer of interest, the one who records it and the witnesses to the transaction and said: 
‘They are all alike [in guilt]’.”216 In another Hadith, the Prophet during his last pilgrimage 
stated:  
“Every form of Riba is cancelled; capital indeed is yours which you shall have; 
wrong not and you shall not be wronged. Allah has given His Commandment 
totally prohibiting Riba. I start with the amount of Riba which people owe to my 
uncle Abbas and declare it all cancelled”.217 
The above Hadith mentioned that there is more than one kind of Riba that can be 
recognized as the prophet said, “I start with the Riba of Abbas”, which means that 
there are other types of Riba. However, the well-known form of Riba among the Arabs 
of the pre-Islamic era was known as (Riba Al-Jahiliha) which has been defined by one 
of companions of the Prophet as when a person borrows money for a certain period 
of time and when that period expires, the creditor would ask for his or her money to be 
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paid or the loan would be increased and extended the period for payment again.218 It 
might be surprising to affirm that this kind of Riba is the only type mentioned in the 
Quran. However, the Sunna later introduced other types of Riba. For instance, there 
is a Hadith that explains the possible products in which Riba can be found: 
“Gold for gold, silver for silver, wheat for wheat, barley for barley, dates for dates 
and salt for salt – like for like, equal for equal, and hand to hand; if the 
commodities differ, then you may sell as you wish, provided that the exchange is 
hand to hand.”219 
This Hadith shows how Riba can happen and highlights new types of Riba other than 
the one related to loans or debts, which is also known as Riba An-Nasi’a (Riba of 
delay), referring to the increase in the amount of a debt because of a delay or 
deferment in its payment.220 Furthermore, there is also Riba in sale and exchange, 
which is known as Riba Al-Fadl (Riba of excess), describing a predetermined return 
or compensation for the renting or lending of money, or selling money for money.221 
The main type of Riba on which Muslim scholars focus is Riba in sales rather than the 
interest on loans. Therefore, the sales containing excess or delay in exchanges of 
certain kinds of property as currency and foodstuffs are now explored in more detail. 
The above Hadith mentioning “gold for gold” highlighted almost all of the products with 
which Riba can exist and which can be traded on the assumption that the exchange 
has to be at the same time of the barter. When exchanging goods of the same type, 
such as wheat for wheat, the exchange is acceptable only in equal amounts. The 
permissions therefore involve two bans: (1) any sale within a single kind with 
inequality, with or without delay, is called Riba Al-Fadl and (2) any exchange with delay 
among the goods listed in the Hadith, with or without identifying type or quality, is 
called Riba An-Nasi’a. With respect to Riba Al-Fadl, according to the rules of Islamic 
finance, it is not acceptable to sell high quality dates for poor quality dates of a larger 
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amount. To make this sale acceptable, one has to sell the first kind for cash, and then 
buy the other dates with that money. 
The solution to this issue has been mentioned in another Hadith by a person delegated 
by the Prophet to collect the Zakat, one of the five pillars of Islam and an obligatory 
payment to be made once a year for charity,222 from Khyber and he bought dates of a 
high quality. The Prophet then inquired whether all the dates of that city were like this; 
to this, that person answered that the dates were not of the same quality but that he 
had exchanged a Sa‘a (a  unit of measurement) of high quality dates for two or three 
Sa‘as of the other kind. 
As a result, the Prophet asked him not to do so and to sell the poorer quality dates for 
Dirhams (the currency used at that time) and then use the money to buy the high-
quality ones. The Hadith clearly stipulates that when dates are exchanged with dates 
they have to be of equal weight.223 This means that in this Hadith, the Riba was 
explained and the solution proposed. From this point, it can be seen that Riba can also 
be divided into two other types: (1) Riba in loans or debts and (2) Riba in sales in 
addition to the above classification into (1) Riba Al-Fadl and (2) Riba An-Nasi’a.  
Therefore, based on these premises, as conventional finance transactions allow 
interest-bearing loans, it seems clear that conventional banking is incompatible with 
Islamic principles. These transactions are prohibited under Islamic finance, which 
asserts that a pure return or rent on money is both unfair and immoral. 
To be eligible for an allowed return, money can be financed over the buying and selling 
of tangible assets, after which the revenue streams can be derived from the financial 
use of those assets. In other words, interest income can be replaced with money 
streams from productive sources, like the returns from wealth- making investment 
activities and operations. In this case, money comes from profits from trading in actual 
assets and cash flows from the transfer of usufruct (the right to use an asset), such as 
rental revenue.224 
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Furthermore, an important point is that the prohibition of Riba should not be confused 
with the return or profit on capital as Islam encourages finance, which is why almost 
half of the jurisprudence refers to commerce. However, Islam encourages making 
justified profit, through earning and sharing profits, because profit means positive 
entrepreneurship and is the reason for the creation of additional wealth. Profit, in 
Islamic finance, is to be determined ex post while in Riba transactions, it is determined 
ex ante irrespective of the result of the business operations.225 Furthermore, Riba is a 
lazy gain which results in profit without actual trading and financing in goods and 
services thereby creating more debt and less movement in real investment. This is 
mentioned in the Quran as follows: “O you who have believed, do not consume Riba, 
doubled and multiplied.”226 
 
2.7.2 Gharar 
It is generally assumed that a bank operating without interest can be called an Islamic 
bank; however, to be considered a true Islamic financial institution, there are other 
factors which should be considered as well, to achieve all the requirements and 
responsibilities: to carry out business grounded on the concept of honesty, equity and 
justice, the ban on overspending and wastage, dealing with the wealth in an 
appropriate and orderly manner, to afford help and support the needy.227 One of the 
acts that should be avoided as well is Gharar. 
Gharar is an Arabic word that means to tempt, cheat and cause uncertainty. In Islamic 
jurisprudence, this refers to a contract which involves certain risks to “the 
compensation of one of the parties and this risk relates to the actual ingredients of the 
contract.”228 El-Gamal has defined Gharar as “the sale of probable items whose 
existence or characteristics are not certain, due to the risky nature which makes the 
trade similar to gambling.”229 Gharar can be found in two ways in a contract: (1) in 
terms of the subject matter and (2) the price. It is known that businesses deal with 
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uncertainty, known as risk-taking, so sharia scholars distinguish between excessive 
Gharar and minor uncertainty and declared that only excessive uncertainty should be 
prohibited.230  
For example, Gharar in financial contracts, when there are open-ended terms, relates 
to any contractual term that is intentionally worded to convey more than one meaning 
or cause ambiguity that may lead to speculation or cause misunderstanding between 
the parties, which is why it has been prohibited.231 Gharar also occurs when a good 
that is not present at hand is being sold, when the consequences of selling the good 
is not known. For instance, the sale of a bird in the air would be called Gharar, as it is 
unknown whether it can be caught or not. 
So, Gharar can occur for three basic reasons: (1) ambiguity in the existence of the 
sold item, (2) ambiguity in the possession of the sold item and (3) ambiguity in the 
price of the sold item.232 The first one applies to a situation when a sold item is not 
available in the possession of the trader, as there is a risk that the trader cannot 
possess this item in order to pass it to the original buyer. Example for this is selling 
goods that do not yet exist, such as selling fruit from a farm when the fruit has not yet 
appeared. This has been explained in a Hadith whereby “the prophet forbade the sale 
of grapes until they become black, and the sale of grain until it is strong.”233 
There is also a unanimous agreement among the four schools that this kind of sale is 
illegal because of the uncertainty involved. However, two kinds of sales are exempted 
from this rule: the commissioned manufacture (Istisna) and the advanced purchase 
(Salam), as discussed later in this chapter. The second form of Gharar relates to 
selling an item that is not the property of the seller, as explained in the Hadith: “do not 
sell what is not in your possession.”234 
Finally, the third situation whereby Gharar can occur is when a good is sold after it had 
been bought, but not taken into one’s possession. One hadith applies for this case: 
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“whoever buys foodstuffs let him not sell them until he has possession of them.”235 
This relates to a fundamental principle in sharia: no risk, no gain. Therefore, a good 
that has been purchased has to be held, physically or any way that traditionally 
recognised that it is under the new buyer’s possession even if it still at the same place, 
before being resold. Purchasing can be done by the buyer itself or through an agent 
such as a bank, so it is enough for the goods to be in the bank’s possession before it 
can be sold. This is what usually happens in Murabaha transactions (trade with mark-
up), as discussed later in the thesis.  
Owing to that, as mentioned by Habib Ahmed, the prohibition of Gharar is one of the 
reasons which could prevent economic crises to hit the sector of Islamic finance. For 
example derivative products such as credit default swaps which were part of the 
problem which caused the last financial crisis are not allowed in Islamic finance.236 In 
addition, Brewster supported the idea that the reason behind the survival of Islamic 
financial institutions from the crisis was because they were not exposed to the toxic 
securities that involve prohibited acts in Islam.237 In this regard, a well-known medieval 
jurist, Ibn Taymiyyah,238 stated that “two prohibitions can explain all distinctions 
between contracts that are deemed valid or invalid: Riba and Gharar.”239  When Ghara 
is identified in court it could void the transaction which may result voiding its 
consequences in the contract too. The Board of Grievances court in Saudi Arabia, 
voided a contract because it contains a prohibited transaction Ghara in a case 240 that 
were seen by the Board of Grievances when the Ghara was identified, the contract 
was voided.241 
2.7.3 Maisir 
Maisir is one of the acts prohibited under Islamic finance; this term refers to gambling. 
The reason for its prohibition is that it is similar to betting which is receiving a gain by 
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chance rather than by productive efforts. Therefore, Maisir occurs when one party is 
making gains through mere expectations while the other party is making losses due to 
the same reason.242 The Quran provides the following guidance in this matter: 
“They ask you about wine and Maisir. Say, in them is great sin and [yet, some] 
benefit for people. But their sin is greater than their benefit” [2: 219]. 
“O you who have believed, indeed, intoxicants, Maisir, [sacrificing on] stone 
alters [to other than Allah], and divining arrows are but defilement from the work 
of Satan, so avoid it that you may be successful. Satan only wants to cause 
between your animosity and hatred through intoxicants and gambling and to 
avert you from the remembrance of Allah and from prayer. So, will you not 
desist?” [5: 90, 91] 
Maisir and Gharar have certain similarities; for instance, a gambler is uncertain of the 
result of an activity. With respect to Islamic finance, Maisir can be seen in the terms of 
insurance contracts that are widely used in conventional finance, which means that 
insurance is not sharia compliant. However, an alternative to insurance exists in 
Islamic finance, which is called Takaful (cooperative insurance).
2.8 The Freedom of Contract in Islamic Finance 
Islam agrees with the idea of freedom of contract, as long as certain criteria are met, 
as discussed earlier.243 Ibn Taymiyyah has attempted to address this issue and stated 
that the fundamental principles in contracts and stipulations are validity and 
permissibility. Any contract or stipulation is deemed forbidden or void only if there is 
an obvious ban stated in the main sources of sharia whether primary or secondary 
sources.244 
Almost all four schools of thought agree with this principle, to some degree, although 
it can be difficult to find new financial contracts during the period of the development 
in the four schools of thoughts; even so early scholars agree that a new contract can 
be created as long as it does not contain unlawful acts such as Riba or Gharar. The 
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reason might be that the prescribed contracts types totally met their needs at that time, 
so there was no necessity to discuss new types.245  
In addition, the freedom of contract is not the only issue that should be highlighted. 
The debate usually happens regarding terms and stipulations of a contract because 
some Hadiths restricted certain stipulations. For instance, the Prophet in a Hadith 
prohibited a sale and a stipulation. Also, an important Hadith in this area is the story 
of Aisha, the wife of the Prophet, who wanted to buy and then free a slave woman 
named Barira. However, the masters of Barira said that they would not agree to this 
unless they reserved the right to inherit from her, which is known as Walla. 
In Islam, the right to inheritance in this case should be accorded to the person who 
frees the slave, as Islam encouraged masters to free their slaves, in this case Aisha. 
Aisha sought advice from the Prophet who suggested that she buy Barira and 
manumits her. Then the Prophet stood among the people and addressed them in the 
following words:  
“What about those people who stipulate things that are not present in the book 
of God, any stipulation not in God’s law is void. Even if there a hundred 
conditions, the decision of God is more just and the stipulation of God more 
reliable. The right of walla is only his who manumits.”246  
This Hadith show that the stipulations have to be agreed with the provisions laid out in 
the Quran and that this might limit the freedom of contract stated above. However, 
scholars have clarified those Hadiths and compared them with other Hadiths, after 
which they divided the stipulations into two categories: (1) accepted or binding 
stipulations and (2) invalid stipulations. Accepted stipulations are the conditions 
inherent in the nature of the contract, such as the way in which the payment will be 
paid. This means that when a stipulation specifies a certain aspect in a product, such 
as the fact that a cow has to have milk so it can be milked, it is accepted and valid. 
This was supported by a Hadith where the Prophet declared: “The Muslims are bound 
by their provisions or stipulations.”247 
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The other type of stipulations, the invalid stipulations, can be further divided into two 
types. The first type are stipulations that make the whole contract invalid, meaning that 
the contract is not accepted if this stipulation remains: for instance, if a seller conditions 
the sale of a good to the purchase of another good or a money loan from the buyer. 
The second type of invalid stipulations are those that do not invalidate the whole 
contract, but when the condition itself is void, such as, for example, in the above-
mentioned example of the slave woman Barira.248 
Therefore, in examining the issue of whether a new Islamic financial contract can be 
created in the modern era, it can be said that the freedom of contract is guaranteed in 
Islam. This enables Islamic scholars in our modern life to develop their products and 
to try to create new types of contracts to attract more investors. This issue has become 
more important after many Islamic countries have opened up to conventional finance, 
which brought more opportunities and types of finance that were not available in 
Muslim countries. This therefore encouraged sharia scholars to study such financial 
contracts in terms of their compatibility with the sharia principles and the possibility of 
their conversion into sharia-compliant products, bearing in mind the avoidance of 
invalid stipulations that may conflict with the main point of a contract under Islamic law.  
 
2.9 Different Types of Contracts in Islamic Finance 
Islamic finance approves several ways of doing commerce, with different contracts 
available for each approach. The Islamic system is basically guided by the belief that 
investment based on the doctrine of profit and loss sharing leads to a healthier 
financing portfolio, increases rates of return to depositors, and leads to optimal 
allocation of resources for overall economic growth.249 Profit and loss sharing can be 
done in some Islamic banks in the way that the assets and liabilities of the banks are 
combined so that borrowers share profits and losses with the banks, which leads to 
sharing profits and losses with the depositors. 
From this perspective, many studies consider “that Islamic banks are theoretically 
better poised than the conventional banks to absorb external shocks because the 
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banks’ financing losses are partially absorbed by the depositors.”250 Profit and loss 
sharing contracts are part of Islamic finance. This section briefly highlights the different 
forms of contracts available in Islamic banking, as well as the way in which they 
become sharia-compliant and the purpose of each type of contract.  
2.9.1 Mudaraba (Trustee Profit-Sharing) 
Mudaraba is a contract which was found during the pre-Islamic era at a time when 
most financing activities were utilising interest. Prophet Mohammed himself practised 
this contract before revelation when he was working as an agent (Mudarib) for a 
wealthy businesswoman who later became his spouse.251 Islam approved such 
contracts as an alternative to finance involving interest or other prohibited acts. Also, 
the second caliph, Umar ibn Al-Khattab, used this form of contract by investing the 
wealth of orphans with merchants’ ventures who engaged in trade between Medina 
and Iraq.252 The word Mudaraba in Arabic is derived from Darab fi Al-Ard which means 
journeying through the land seeking the bounty of God. Because of the travel and the 
work involved, the Mudarib, or agent, becomes eligible to part of the profit of the 
venture. This kind of business sustained and remained almost unchanged for 
centuries until the recent development in Islamic finance and banking whereby it has 
become the typical profit-sharing instrument in use.253 
Mudaraba is an investment and profit-sharing partnership that is part of an 
arrangement where one of the partners pays money to the other partner to invest and 
takes an agreed percentage from the profit. In case of loss, the investor (Mudarib) will 
not pay anything but will also not receive any gain for the work that has been done, 
unless the loss was caused by his negligence, in which case, he or she would be liable 
for the loss.254 Therefore, the owner of the capital is liable to the financial risks of the 
venture and the profit cannot be fixed in advance, which makes it a non-interest 
economic system.255 An Islamic bank can be part of a Mudaraba agreement, as the 
Mudarib (agent) in relation to its depositors, by investing the deposits in many 
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schemes;256 as the supplier of capitals on behalf of itself to a Mudarib or as a fund 
provider on behalf of its depositors by having a two tier Mudaraba where the Islamic 
financial institution acts as a first tier Mudarib while it invests funds with entrepreneurs 
as a second tier Mudaraba.257 
This may put the Islamic institution in a better position compared to the conventional 
institution as the former may face fewer liquidity problems than the latter as it does not 
guarantee the capital of its depositors.258 In order for Mudaraba to be accepted, certain 
conditions have to be met. First, the party who is going to pay the fund has to have 
the legal capability for becoming a principal in a contract of agency, whereas the 
Mudarib has to have the capacity to be an agent. Second, the profit must be expressed 
as a ratio or as a part of the total profit. In other words, the profit cannot be expressed 
as a percentage of capital invested. Third, the authority of the Mudarib has to be 
specified: whether it is absolute in any permissible act or limited to a certain kind of 
business. If the Mudarib exceeds his or her lawful authority, he or she will be liable for 
the loss or the debt if found.259 
2.9.2 Murabaha (Trade with Mark-up) 
Murabaha is a well-known form of sale contract, where a price is determined by the 
initial price plus a stated percentage of profit. Simply put, it is basically a resale with a 
fixed profit. The purpose of such a contract is to grant individuals and institutions the 
possibility to get the goods and production tools they need while making the payment 
of value on the basis of monthly instalments.260 Two elements have to be considered 
in order for a Murabaha contract to be acceptable in Islamic finance: (1) the buyer has 
to know the starting price of the product, including additional costs such as delivery, 
(2) the profit to be added to the original cost has to be known. 
The way a Murabaha contract is usually practised in Islamic financial institutions is 
when a person wishes to buy a product, such as a machine or a car, but cannot afford 
to do so. So this person turns to a financial institution providing all the details of the 
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product, such as the full description and the quantity. A promise should be given by 
this person (the client) to the financial institution that when the product is owned and 
possessed by the institution, the client will buy it; this promise is considered as a non-
binding contract. When the product comes into the financial institution’s possession, it 
can be resold to the client by Murabaha. 
The second sale is usually in instalments or with delayed payment, which would 
include additional costs agreed between the two parties. This kind of contract has 
certain similarities to the conventional banks’ transactions based on interest-based 
lending. However, there are significant differences between the two types of contracts. 
For example, the mark-up in Murabaha is for the services that the financial institution 
offers such as searching and purchasing the requested goods at the best price. 
Also, during the time the product was under the financial institution’s possession it 
bears the risk that the good may be destroyed or harmed, which could cause a 
rejection of the product by the client. This is the reason for adding the mark-up cost, 
while in a loan agreement the profit is stipulated in terms of a time period.261 Therefore, 
if the client could not make a deferred payment on time, the mark-up does not increase 
from the agreed price owing to delay. Meanwhile, none of these situations impinge on 
a loan (See Figure 2).262 
Murabaha is a sale contact while the conventional loan is an interest-based lending 
agreement and transaction. Also, the mark-up in Murabaha is fixed at the beginning 
of the contract, while with loan interest; the profit usually can be changed during the 
contract depending on the benchmark interest rate.263 
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Figure 2: Basic steps for a Murabaha contract 
Source: made by the researcher 
 
2.9.3 Salam (Forward Selling) and Istisna (Oreder to Manufacture) 
Salam and Istisna are two very similar types of contract. Salam refers to an advance 
purchase, when the full amount is paid in advance for described goods to be delivered 
at a specific time, whereas an Istisna contract is used in a commissioned manufacture, 
when a party purchases something that the other party agrees to manufacture, 
following specific descriptions stated in the contract.264 The payment in Istisna can be 
paid either in full in advance, partially in advance or at the time of delivering the goods. 
These two types of contracts are very important in Islamic finance for agriculture and 
the manufacturing industry, as well as in large commercial activities, such as building 
airports, schools and hospitals.265 
As mentioned earlier those two contracts are not included in the Ghara prohibition: for 
example, the ambiguity in the existence of the sold item, and the ambiguity in the 
possession of the sold item. The reason is that when Salam and Istisna contracts are 
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performed, it is not a sale on specific items, goods or fruit. The sale is on a specification 
of any product that has the same specifications. 
In other words, it is prohibited to sell certain fruits as the Hadith forbid the sale of 
grapes until they become black, and the sale of grain until it is strong. The prohibition 
is on selling specific grapes from a specific farm, as there might be a problem that 
these grapes will not continue growing while in a Salam contract; there is no prohibition 
on the sale of any grapes that have the specifications included in the contract.266 
2.10 Conclusion  
This chapter introduced Islamic finance in general, highlighting the main basics that 
differentiate such finance from conventional finance. This includes the history of this 
finance, and some of the popularity it has gained after the 2007 crisis. Then an 
overview of the sources of Islamic law is introduced including the main four Sunni 
schools of thought. Also, the major prohibited acts in Islamic finance are discussed to 
clarify the aspect that has to be considered when approving a financial contract which 
will be looked at more closely in Chapter Four.267 
Then, the freedom of contract in Islamic finance is highlighted to show that the new 
Islamic financial contracts can be created when certain rules are followed. Finally, 
some examples of Islamic financial contracts are provided to give more understanding 
to Islamic finance. As mentioned previously, Saudi Arabia chose to be govenrned by 
Islamic law in all its aspects of governance, and this fact will be emphasised in the 
next chapter. As a result, this chapter is essential to the work because it is not 
appropriate to discuss the challenges that face Islamic financial contracts in Saudi 
Arabia in the next chapters without discussing the context of what is meant by Islamic 
finance.  
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 Chapter Three: The Legal System and Islamic Finance in the 
Kingdom of Saudi Arabia 
3.1 Introduction 
As Saudi Arabia is the case study for this thesis, there are some essential points which 
need to be addressed and discussed with regards to the background of the country. 
This is done by providing specific contextual factors of the history of Saudi Arabia to 
show the link between Islam which was introduced in the previous Chapter,268 and 
Saudi Arabia by demonstrating the relevant parts of the history of Saudi Arabia, its 
legal system and how Islamic finance, including its contracting forms, operates and is 
supervised. 
This chapter will be the foundation for the main arguments which will be developed 
during this thesis, which is whether the current legal system in Saudi Arabia, which 
chose to be governed by Islamic law, is helping Islamic finance to develop, or whether 
it needs further changes. Therefore, this chapter starts with a general overview of 
Saudi Arabia and then shows how this country has been and is being governed, 
introducing the structure of its legal system in general and the regulations that control 
and supervise the financial sector in particular, including the judicial power and how 
some of the financial disputes in Islamic and conventional financial institutions are 
seen by special committees or quasi- Judicial committees that may fall within the 
executive purview and may give judgments that could contradict with sharia. Finally, 
the chapter ends with the development of Islamic banking in the country. 
3.2 An Overview of Saudi Arabia 
3.2.1 Historical Background 
There is a strong relationship between the Islamic faith and Saudi Arabia not least 
because Islam as a religion originated from the Arabian Peninsula, in Mecca and 
Madinah.269 As a result, Islam has become the predominant religion of this 
geographical area and these two holy cities are located in what is known today as the 
Kingdom of Saudi Arabia (KSA). 
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Islam is a part of, and a reason for, the existence of Saudi Arabia since its 
establishment in the eighteenth century. This was when Mohammed bin Saud, a local 
ruler of a town called Ad-Diriyah, part of  Riyadh the capital city of Saudi Arabia now, 
agreed to form an alliance with Mohammed bin Abdul-Wahab, a religious scholar, with 
the aim of establishing a State ruled by Islamic law, with the former as ruler and the 
latter as religious scholar.270 
In 1744 the State was established and became what is known as the First Saudi 
State.271 This State expanded to cover not only the centre of the Arabian Peninsula 
but it covered the east of the Peninsula and the west as well, including the two holy 
cities Mecca and Madinah. It also expanded south to cover the Asir Mountains and 
even some parts of Yemen and Oman; while in the north it reached to Iraq and Alshan 
(Jordan and Syria). However, in 1818 Ottoman troops invaded the Arabian Peninsula 
to end the first Saudi State.272  
Then, a couple of years after the fall of the first Saudi State, some attempts were made 
to re-establish the Saudi rule and in 1824 Turki bin Abdullah bin Saud succeeded in 
starting the second Saudi State.273 This State adopted the same foundations and 
pillars of the previous Saudi State which was based on its reliance on Islam, and the 
application of Islamic law including the finance sector.274 
However, this State only controlled the centre and some parts of the east of the 
Arabian Peninsula while the west (Hejaz), including the two holy cities, were still under 
the control of the Ottoman Empire before the local Hashemite rulers in Hejaz threw off 
their allegiance to Ottoman rule to be liberated under Hashemite rule,275 while other 
parts of the previous State came under the rule of different tribes. The second Saudi 
State lasted about 67 years; it suffered from many external interventions and battles 
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and at the same time some internal disputes caused by the sons of Fisal bin Turki who 
ruled the State and this caused the fall of the State in 1891.276 
In 1902 Abdul Aziz bin Abdul Rhaman Al Saud, father of the current King Salman, 
succeeded in recapturing Riyadh; then in 1926 he managed to recapture the west and 
unify most of the Arabian Peninsula. In September 1932 King Abdul Aziz declared the 
establishment of the Kingdom of Saudi Arabia with a system of governance based on 
an absolute monarchy and governed by Islamic law.277 King Abdul Aziz continued the 
same alliance that was made by the first Saudi State as he appointed Muhammed ibn 
Ibrahim Al ash-Sheikh, a descendant of Mohammed bin Abdul-Wahab, to be the mufti 
(a scholar who provides a sharia answer) of Saudi Arabia.278 King Abdul Aziz assigned 
Abdullah Al-Suleyman to be in charge of the finances of the kingdom and to be the 
first finance minister of the kingdom and he stayed in that position until the founding 
of the Saudi Arabian Monetary Agency279 (SAMA) in 1952.280   
King Abdul Aziz died in 1953 and the Kingdom was ruled after him by his sons: Saud, 
Faisal, Khaled, Fahad, Abdullah and Salman. Each son, on becoming King, declares 
that the kingdom is to be governed by Islamic law and is to contribute in the 
construction and development of the Kingdom in all sectors of life.281 This shows that, 
since its existence, Saudi Arabia has derived its strength by taking on and maintaining 
the responsibility to govern the country by sharia law. 
3.2.2 Legal Background 
Administratively Saudi Arabia contains thirteen districts and each one is administered 
by one of the Royal Family al-Saud.282 Arabic is the official language and Islam is the 
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official religion;  the KSA can be described as a sovereign Islamic nation and Riyadh 
is the capital city.283 The country is ruled by a monarchy where the Custodian of the 
Two Holy Mosques is the official title given to the ruler,284 including the current King, 
Salman bin Abdul Aziz, who was proclaimed the seventh King of the Kingdom of Saudi 
Arabia in 23 January 2015.285 
Since the founding of the country, the KSA legal system has been built on the premise 
that the law of God should act as the main legal structure of the country.286 In contrast 
with its neighbouring countries which have varied position on the role of sharia in their 
respective constitutions.287 While Saudi Arabia hold sharia to be the principal source 
of law. Other countries either have held it as a principal source of legislation which 
means that sharia does not necessarily represent the embodiment of the state, though 
it constitutes the principal source of legislation,288 while some other Arab countries 
have limited the role of Islam as to being the religion of the state, without making any 
reference to sharia as being a legislative source.289 For example it is stated in Omani 
Basic Law that “The religion of the State is Islam and Islamic sharia is the basis for 
legislation".290 
So, sharia doesn't represent the embodiment of the state, as is the case in Saudi 
Arabia but it displays strong commitment to sharia as it designates it as the main 
legislative source.291 In addition, some other neighbouring countries accepting sharia 
as a source of law, such as Bahrain, Kuwait and Qatar.292 It is stated in their 
Constitutions that “The religion of the State is Islam. The Islamic Sharia is a principal 
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source for legislation...”293 On the other hand, some Arab countries accepting that 
Islam is the religion of the state but “the people” or “the nation” is the source of all 
powers.294 For example the Constitution Jordan stated that that Islam is the religion of 
the State.295 But it does not state that sharia is a source of legislation. However, it 
stated that the nation is the source of all powers.296 
 So, In Saudi Arabia laws should be directly drawn from the Quran and the Sunna. 
Nevertheless, a number of man-made regulations or transplanted Acts and Codes, 
identified as Nizam, have been introduced, such as Royal Decrees and other 
ministerial, judicial and administrative regulations.297 To avoid conflict between Nizam 
and the law of God, all laws should be based on sharia law and Nizam has to be 
carefully examined before being implemented to ensure these do not oppose or 
disagree with sharia. However, few Nizams do contradict sharia principles, and it is 
important, especially in the financial sector, that the distinction is made when there is 
a contradiction between them.298 
As Saudi Arabia is a country that chose to follow religious law, that is, Islam, Muslims 
believe that Islam is a complete religion that covers all aspects of life.299 Based on this 
principle, Saudi Arabia should only implement laws that are based on sharia or at least 
are not in conflict with it.300 
Sharia is the constitution of the Kingdom and is derived from primary and secondary 
sources of sharia and this was introduced in Chapter Two.301 Any religious legal 
opinion, or Fatwa, has to come from sharia, which means that all courts decisions have 
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to comply with sharia.302 Therefore, this indicates that all laws should derived from at 
least one of the sources of sharia.303 
Although the KSA was established in 1932, it remained without a written constitution 
for about seventy years, apart from a collection of constitutional documents dealing 
with certain aspects of government prerogatives such as the Council of Ministers 
Law.304 The reason behind this absence of a constitution is rooted in the belief that no 
one has the power to legislate except God.305 
However, following the 1991 Gulf War, King Fahd understood the importance of 
establishing a system based on a constitution in order to regulate the State authority 
and protect fundamental human rights in accordance with sharia in addition to 
determining the way to transfer power between the descendants of King Abdul Aziz, 
the founder of the modern Saudi State.306 Therefore, in 1992, by Royal Order, King 
Fahd filled the legal gap by approving the Basic Law of Governance.307 
Along with this piece of legislation, other laws were adopted, such as the Regions 
Promulgated Law, the Consultative Law, Majlis Ash-Shura Law (Consultation Council 
law) and the Council of Ministers Law.308 It should to be indicated that the Basic Law 
of Governance, which can be considered as a modern written constitution, do not 
conflict  with the principal sources of sharia – the Quran and the Sunna.309 
3.2.3 The Basic Law of Governance 
As briefly explained above, the Basic Law of Governance was approved in 1992 to 
modernise all major laws regulating the country.310 The Basic Law of Governance 
consists of nine chapters containing eighty-three Articles illustrating the relationship 
between the ruler and the citizens in addition to identifying the nature, responsibilities 
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and objectives of the Kingdom.311 The Basic Law of Governance is considered as the 
main constitutional document for the Council of Ministers Law, the Regional Law and 
the Consultative Council Law. The first Article of The Basic Law of Governance 
emphasises the religion of the country: 
Article 1: "The Kingdom of Saudi Arabia is a fully sovereign Arab Islamic State. 
Its religion shall be Islam and its constitution shall be the Book of God and the 
Sunna (Traditions) of His Messenger, may God’s blessings and peace be upon 
him (PBUH). Its language shall be Arabic…."312 
This idea is stressed again in Article 7 whereby “governance in the KSA derives its 
authority from the Book of God and the Sunna, both of which govern this Law and all 
laws of the State,”313 and the law did not specify a particular Islamic school of law 
whose rules are binding. In practice, the Saudi Arabian courts usually apply Hanbali 
law, although they have some discretion in this respect.314 The reason of applying this 
particular school is that as stated earlier in this chapter,315 that Saudi was established 
by alliance between bin Saud a ruler and Mohammed bin Abdul-Wahab as a religious 
scholar who was following Hanbali School of legal thought.316 Then a Royal edict of 
1928 stated that judges should apply the principles set out in specified Islamic Law 
texts of the Hanbali school.317 Generally, Saudi judges adhere to this school, but they 
theoretically have the ability to apply their own conscience in determining the will of 
God.318 Especially as the Basic Law of Governance has not specified a particular 
school of thought. 
Again in Article 8 “governance in the KSA shall be based on justice, Shura 
(consultation) and equality in accordance with the Islamic sharia.”319 Also, Article 23 
stipulates that the role of the State is to protect the principles of Islam and to enforce 
sharia.320 Additionally, it is also mentioned in Article 26 that the country must protect 
                                                          
311 Basic Law of Governance 1992. 
312 Basic Law of Governance 1992, Art 1. 
313 Basic Law of Governance 1992, Art 7. 
314 Andreas Haberbeck, 'Succession in Saudi Arabia' (2010) 16 Trusts & Trustees 28. 
315 See 3.2.1 above. 
316 See Error! Reference source not found. above. 
317 John A Shoup and Sebastian Maisel, Saudi Arabia and the Gulf Arab States Today: An 
Encyclopedia of Life in the Arab States (Greenwood Publishing Group 2009) 404. 
318 Ibid. 
319 Basic Law of Governance 1992, Art 8. 
320 Basic Law of Governance 1992, Art 23. 
77 
 
human rights in accordance with sharia.321  Furthermore, Article 55 affirms that “The 
King shall run the affairs of the nation in accordance with the dictates of Islam. He shall 
supervise the implementation of Islamic sharia and the general policies of the State, 
and the protection and defense of the country”.322  
 As the focus of this thesis is on Islamic financial contracts, which have to be in 
harmony with sharia, most of the Articles are chosen to illustrate that the laws of Saudi 
are based on sharia and all financial activities should be handled according to sharia, 
which means financial contracts containing prohibited activities such as Riba, which 
have already been discussed in Chapter Two,323 should not exist or be approved of 
by the courts. 
As the legal system is derived from the principles of sharia, the Basic Law of 
Governance assigns to authority bodies the right to give Fatwas (religious legal 
opinions) about what can be called sharia or not and this is going to be developed later 
in this chapter;324 therefore, Article 45 of the Basic Law of Governance highlights again 
that the Book of God and the Sunna of his Messenger are the source of fatwas and 
the Board of Senior Ulema (sharia scholars) and the Department of Religious 
Research and Fatwa should have the authority to provide the Fatwas.325  
The Basic Law of Governance covers the economic principles in nine Articles.326 Also 
it obliges the State to collect a tax called zakat from the rich and redistribute its 
revenues to the legitimate recipients.327 
Furthermore, the Basic Law of Governance describes in detail the authorities of the 
State and emphasises the fact that separation of powers is one of the key principles 
to be upheld, as stipulated in Chapter Six of the Basic Law of Governance. Article 44 
defines the authorities of the State as “(1) the judicial authority (2) the executive 
authority and (3) the regulatory authority. These authorities shall cooperate in the 
discharge of their functions in accordance with this law and other laws. The King shall 
be their final authority.”328 Each authority will be discussed and explained more fully 
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later in this chapter.329 This suggests there is an absence of separation between the 
State and religion, as Islamic Law grants the King ultimate authority as a supreme 
ruler whose judgment is limited only by Islamic law.330  
Having presented some of the Articles of the Basic Law of Governance which illustrate 
the relationship between the ruler and the citizens in addition to identifying the nature, 
responsibilities and objectives of the Kingdom, it should be clear that the Basic Law of 
Governance always indicates that the Kingdom of Saudi Arabia should be run in 
accordance with sharia. It is also necessary to introduce and present the structure of 
the legal system and the authorities of the country in general and the financing system 
in particular. This will help the reader to have sufficient knowledge about the legal 
system in Saudi Arabia, which will make it easier to identify the legal challenges that 
may face the Islamic finance in the Kingdom and understand the suggested solutions. 
This proves that there is a strong link between the religion of Islam and the Saudi legal 
system; because Islamic finance forms a part of Islamic law, the Saudi Arabian legal 
system should always support Islamic finance. 
3.3 Structure of the Saudi Legal System 
The structure of the Saudi legal system is presented by the Basic Law of Governance 
in terms of three different authorities: (1) the legislative authority, (2) the executive 
authority and (3) the judicial authority. These three authorities will be examined in 
detail and in addition, the interrelationships among them addressed.331  
3.3.1 The Legislative (Regulatory) Authority 
The legislative authority, and all bodies which are responsible to make laws, consist 
of the Shura Council, the Council of Ministers and the Council of Senior Scholars. 
Article 67 of the Basic Law of Governance stipulates that the drafting of laws and 
regulations is the responsibility of this regulatory authority stressing that laws and 
regulations shall be in accordance with sharia, safeguarding all interests, and warding 
off harm to State affairs. Furthermore, the power of this authority shall be exercised 
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according to the provisions of the Law of Governance, the Law of the Council of 
Ministers and the Law of the Shura Council.332  
As explained above, the Basic Law of Governance emphasises that sharia is the basis 
of legislation, which means that any law in the Kingdom has to be under the umbrella 
of sharia,333 and that should be run by the King who shall supervise the implementation 
of sharia and the general policies of the State.334 
So, the ruler can implement certain regulations (Nizams) to deal with the 
comprehensive development of the country on condition that it does not contradict with 
sharia.335 As the system of governance is an absolute monarchy336 this grants the King 
the power to endorse laws by Royal Order without consulting any other authority.337 
This can be done through the Diwan Al Malaki (Royal Court) which is the primary 
executive office of the King. Despite the fact that the King can enact laws by his own 
will, in practice, the Shura Council and the Council of Ministers share the legislative 
power in making laws. In addition, the Board of the Senior Council of Scholars (the 
religious authority) has legislative power by offering religious opinions (Fatwas) and 
interpreting the texts of the Quran and the Sunna to ensure that laws do not contradict 
with sharia.338 
In this regard, it is worth bearing in mind that the notions of legislative authority or 
legislation are not mentioned in the Basic Law of Governance; instead, the term 
regulatory authority is used. This stems from the idea that, from an Islamic point of 
view, only God has the right to legislate.339 
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3.3.1.1 The Shura Council 
The Shura Council was founded in 1992.340 It consists of a speaker and one hundred 
and fifty members with at least 20% women members, all of whom are appointed by 
the King. Their rights, duties and affairs are determined by a Royal Order.341 
The main purpose of the Council is consultation upon the King’s request in matters 
pertaining to the State’s general policy.342 It also discusses and provides views on the 
subjects of social and economic development planning.343 
Moreover, the Council may investigate the possible discrepancies in the government 
agencies’ annual reports and offer an opinion when required.344 In addition, the 
Council exercises the power of legislation and the power to interpret laws in addition 
to reviewing international agreements, concession agreements and treaties that are 
to be enacted and amended by Royal Decree.345 Furthermore, the Council has the 
authority to suggest new laws or propose amendments to existing laws which should 
be submitted to the King.346 
All the resolutions of the Shura Council have to be reviewed by the King who then 
takes the decision to have them reviewed by the Council of Ministers. At this point, if 
the Council of Ministers agrees with the resolution made by the Shura Council, the 
King merely approves and signs it. On the other hand, if the Council of Ministers 
disagrees, the King returns the law to the Shura Council for a final review before the 
decision is ultimately taken by the King.347 
3.3.1.2 The Council of Ministers 
The Council of Ministers was established in 1953.348 It is presided over by the King 
who acts as a Prime Minister and leads the Cabinet.349 Ministers are appointed, 
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relieved of their posts and their resignations accepted by Royal Order.350 The functions 
of the Council of Ministers are as follows: 
“While deferring to provisions of the Basic Law of Governance and the Shura 
Council Law, the cabinet shall draw up the internal, external, financial, economic, 
educational and defense policies as well as general affairs of the State and shall 
supervise their implementation. It shall also review the resolutions of the Shura 
Council. It has the executive power and is the final authority in financial and 
administrative affairs of all ministries and other government institutions”.351 
The Council of Ministers Law states that the bylaws, laws, treaties, international 
agreements and concession agreements shall be enacted and amended by Royal 
Decree upon review of the Council.352 The role of the Council of Ministers as an 
executive branch will be mentioned soon in the section on executive power. 
3.3.1.3 The Religious Authority: Council of Senior Scholars 
The Council of Senior Scholars was officially established in 1971.353 It is a religious 
legal body which consists of a president, called a Mufti, and twenty religious scholars 
all of whom are nominated by the King.354 The Council’s legislative power lies in their 
issuing of religious opinions (Fatwas).355 According to the Basic Law of Governance, 
the main references for a Fatwa are both the Qur’an and the Sunna.356 More 
specifically, Article 3 of the Council of Senior Scholars Law highlights their 
responsibilities in terms of offering religious opinions upon the King’s request and 
advising him in respect to public law from a religious point of view.357 However, the 
Council’s fatwas hold an advisory nature and are not legally binding on to the King or 
individuals, unless the opinions have been approved by the former.358 
In addition, in 2010 a Royal Decree granted the Council an exclusive jurisdiction over 
the issuing of Fatwas so as to prevent erroneous Fatwas which could put human lives 
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at risk and cause confusion to the public.359 Moreover, since the establishment of the 
Council, all the members appointed have belonged to the Hanbali school of thought, 
as it is the popular school in Saudi, especially since the establishment of Saudi Arabia 
as mentioned earlier.360 
However, since 2009 scholars from other Sunni Madhabs like the Hanafi, Maliki and 
Shafi schools have been appointed in the Council.361 The researcher sees this as a 
good step to have sharia scholars from different school of thoughts at the highest 
council for sharia scholars. This will help the Fatwas from the council to consider 
different school of thoughts before providing a Fatwa. This will include Fatwas in 
financial and commercial cases. 
Thus, this will have a good impact on the development of Islamic finance in Saudi, in 
particular the sharia boards at the financial institutions who can be as well from 
different Madhabs and the Central Sharia Board that this thesis is going to suggest. 
It should be highlighted that based on what has been mentioned above in relation to 
the legislative authority,362 it can be seen that all members of the three councils, the 
Shura Council, the Ministers Council and the Council of Senior Scholars, are 
appointed and can be relieved of their posts by Royal Order. In addition, all the 
decisions of these councils are not final until approved by the King. Therefore, these 
councils depend on the King to practise their role in the legislative authority. 
 
3.3.2 The Executive Power 
The second component of the legal structure in the Kingdom is the executive power 
which is held jointly between the King, who acts as Prime Minister, and the Council of 
Ministers, in addition to being shared by local governments, different Ministry branches 
quasi-independent public agencies.363 As the King is the Prime Minister, he supervises 
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the overall policy-making of the State, the Council of Ministers, all government 
agencies as well as the implementation of laws.364 Moreover, he has the authority to 
appoint or dismiss vice-presidents, ministers or any other council member.365 He also 
has the power to dissolve the Council of Ministers and reconstitute it by Royal 
Decree.366 
In addition, Article 55 states that “he shall supervise the implementation of Islamic 
sharia and the general policies of the State.”367 So, he is, therefore, the focal point of 
all authority. The Council of Ministers led by the King as Prime Minister is in charge of 
the executive and administrative affairs and its prerogatives include: (1) handling 
matters of public interest, (2) observing the implementation of laws, resolutions and 
regulations, (3) following up on general development planning, (4) forming committees 
in charge of the review of ministries’ and other governmental agencies’ conduct of 
business.368 
The Regional Law states that the purpose of dividing the country into several regions 
is “to improve the standard of the administrative work and the development in the 
provinces of the Kingdom. It is also aimed at maintaining security and order, and 
guaranteeing citizens' rights and freedom within the framework of the sharia.”369 
In addition, a number of independent and quasi-independent administrative agencies 
have been founded to help fill certain gaps in terms of the social, economic and 
administrative challenges which have been facing the Saudi Arabia since its 
formation.370 For example the Jubail and Yanbu Royal Commission and the Petroleum 
and Minerals Administration are economic agencies. With regard to investment and 
financial agencies there are for example the Saudi Arabian Monetary Authority 
(SAMA), the Capital Market Authority, the Real Estate Development Bank, and the 
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Saudi Industrial Development Fund.371 Most of these agencies are under the direct 
supervision of particular ministries or government agencies.372 
3.3.3 The Judicial Power 
It should be noted that in Saudi Arabia the king has the authority over judiciary by 
being able to appoint and terminate judges by Royal Order, at the recommendation of 
the Supreme Judicial Council.373 However, the Basic Law of Governance enshrines 
the principle of judicial independence as it states that "the judiciary shall be an 
independent authority. There shall be no power over judges in their judicial function 
other than the power of sharia".374 Also it emphasizes that all court judgments have to 
be based on sharia directly or on other laws that the authorities may promulgate on 
condition that it does not conflict with sharia.375 In addition, the Judiciary Act 1975 
already stated that a number of Article for the independency of a judge such as 
“Judges are independent and, in the administration of justice, they shall be subject to 
no authority other than the provisions of sharia and laws in force. No one may interfere 
with the judiciary.”376 
Also, “Judges are not subject to removal from office except in the cases set forth in 
this Law.”377 Furthermore, “judges may not be transferred to other positions except 
with their consent or by reason of promotion.”378 Article four stated that judges cannot 
be prosecuted except according to their disciplinary regulations.379 
According to the Basic Law of Governance, the judicial system is divided into two 
judicial orders serving different sorts of dispute resolutions depending on the subject 
matter.380 However in practice there is one more which will be explained shortly. The 
judicial orders are: (1) the General Courts, also known as Sharia Courts, (2) the Board 
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of Grievances or Administrative Court and (3) the Limited Courts or Quasi-Judicial 
Committees.381 
The first judiciary law was issued in 1975,382 and then in 2007 a new law383 was 
introduced changing and amending many laws and regulations that had been applied 
before, 384 and introducing the commercial court which will be suggested to be in 
charge of the disputes of Islamic finance. The transition between laws moved 
slowly.385 Some of the new law is already being implemented and certain new courts 
that brought in the new law are now hearing disputes that had previously been brought 
before special administrative committees.386 The judiciary of the Kingdom is currently 
in a transitional period: more time is needed before it can fully implement the new 
judicial system.387 
 
3.3.3.1 Sharia Courts 
Sharia Courts have general jurisdiction over all disputes and crimes. There are three 
levels of courts in the Sharia Court system, as presented below in a decreasing order 
in terms of the judicial process.388 
First, there is the Supreme Court, headed by the Chief Justice of the Supreme Court 
and a number of judges who should be appointed by Royal Decree.389 The new 
Supreme Court should assume the previous Supreme Judicial Council’s main function 
to be the highest authority in the judicial system.390 Secondly, there are the Appellate 
Courts, located in each province, where each circuit is made up of a three-judge panel, 
except the criminal circuit that contains a five-judge panel.391 The role of such courts 
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is to act as safeguards as they can overturn lower courts’ decisions by hearing 
appealable judgments from lower courts. These courts are divided into five 
departments: Civil, Criminal, Personal Status, Commercial and Labour Divisions.392 
Thirdly, there are the Courts of First Instance or Trial Courts which are also located in 
every province and region of the Kingdom. These courts can be classified into five 
different types depending on the subject matter of the dispute and one of them is 
Commercial Courts,393 
Finally, the Supreme Judiciary Council is at the top of the court system for supervision 
and administration;394 it is responsible for handling internal judiciary affairs, but should 
not interfere in the analysis of the outcomes reached by the courts in the cases they 
handle. Furthermore, if needed, the Council has the power to create other specialised 
courts after gaining the King’s approval.395 It should be pointed out that most of the 
Islamic finance disputes, especially those in the banking sector, are not resolved by 
any one of these court as will be explained shortly.396 
3.3.3.2 The Board of Grievances 
The Board of Grievances was created in 1955 as a department of the Council of 
Ministers, then it became independent to serve as a general clearing house for 
complaints in the public domain.397 In other words, it is an administrative judicial body 
whose decisions are final and enforceable and directly linked to the King, for example, 
to deal with complaints of citizens against administrators.398 The Board is only 
competent to hear cases based on regulations that do not conflict with sharia.399 
3.3.3.3 Special Committees or Quasi-Judicial Committees 
As the KSA is rapidly evolving and engaging with the world in different aspects, social, 
economic or educational, in some cases the government issues different laws and 
regulations which would cause some disputes that needed urgent solutions as well as 
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needed specialised people with certain expertise to look at cases. This might make it 
difficult for courts to deal with the new cases, especially with the huge number of cases 
that judges have to solve every day.400 
In addition, in some other cases the government issues some laws and regulations 
that may not comply with sharia.401This resulted to a number of disputes that may 
include activities that are not in strictly compliance with sharia, such as disputes on 
financial contracts that contains prohibited acts such as Riba that might be practiced 
in conventional banks.402  
 So, Sharia Courts have taken a dismissive attitude toward enacted laws that has 
sharia- complaint issues, they decide cases according to sharia jurisprudence, not 
according to laws.403 Which mean that judges in Sharia Courts are not willing to accept 
such cases.404  
As a result, different laws and regulations have granted adjudication of disputes and 
crimes that would normally fall within the jurisdiction of the Sharia Courts to either the 
Board of Grievances or to administrative committees.405 
Thus, the King may issue a decree to set up temporary special committees to have 
jurisdiction over specific areas of the law; some of these committees fall under the 
supervision of the judiciary while others fall within the executive purview.406 This 
results in a diversity of quasi-judicial committees founded by the Saudi regulator. For 
example, the Committee for Settlement of Banking Disputes solves disputes between 
banks and their customers for conventional banks that deal with Riba as an example, 
also the Islamic banks.407 
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Furthermore, the Customs Committee deals with cases related to smuggling or 
attempts to smuggle.408 The new judicial system issued in 2007 mentions that most of 
the special committees will be transferred to be part of the Sharia Courts as the 
disputes will be presented in one of the five different types of courts.409 
Thus recently, some committees have moved and others are in the process of moving, 
to be under the General Courts; for example the Commercial Papers Disputes is 
moving mid-February 2018 from the Ministry of Commerce and Industry to be under 
the General Court.410 Furthermore, the Labour Dispute Settlement Committees are in 
the process of moving as well.411 It should be mentioned that members of such 
committees are not judges and have only administrative powers to look into such 
cases,412 and as mentioned earlier,413 the judiciary shall be an independent authority 
and there shall be no power over judges in their judicial function other than the power 
of sharia.414 While the independence of such committees is questionable, they are 
created to be under a particular ministry supervision to carry out their judicial functions. 
However, they belong to the executive branch rather than the judicial branch. 
Therefore, these committees are not sufficiently independent.415 It can be seen that 
such committees were established as a temporary solution, as going to be explained 
soon,416 until judges in the judicial system became familiar with the new regulations or 
the government can develop it system to keep the development of the country running 
without infringing its main laws that the “governance in the kingdom of Saudi Arabia 
derives its authority from the Book of God and the Sunna, both of which govern this 
Law and all laws of the State.”417 Yet some of these committees are still in position 
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after more than three decades. It is only recently that some of them have moved to be 
under the judicial authority to gain their independence.418 
In addition, the plan for the Implementation of the Judicial System Act and the Board 
of Grievances Act,419 show that the jobs of the Quasi-Judicial Committees shall be 
transferred to courts under the job title “judge” and members of the existing 
committees shall be encouraged to occupy those jobs to work as judges in these 
courts, provided that they meet the requirements to be a judge which would enhance 
the independence of the judicial system in the Kingdom.420  
Even though, Islamic banking and finance has developed and become a well 
recognise in many countries, but most of the disputes in Islamic finance, including 
banking disputes, are not seen by courts but by Special Committees such as the 
Committees for Banking and Financial Disputes and Violations, because the 
regulators treat Islamic finance under the umbrella of conventional finance as there 
are no especial regulations for Islamic banking and finance,421 which will be discussed 
later.422 
However, Participant E and C of the interviews believe that the new commercial courts 
should have the authority to look at disputes in Islamic finance, since all activities of 
such finance should be in accordance with sharia.423  It was perhaps necessary, before 
the new courts were established, that these disputes be handled by the committees to 
avoid the long process of resolving disputes in the General Courts as there were no 
specialised courts; but with the new courts ,such as commercial courts, the situation 
is different. It would be better for cases to be seen by judges who have a strong 
background in sharia as well as commerce and also the independence of the 
judgments are guaranteed by the law as stated earlier.424 While most of the members 
of committees have only a commercial background with no independence guaranteed.  
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Islamic finance may be handled by four committees and these are (1) the Banking 
Disputes Committee, (2) the Financing Disputes and Violations Settlement 
Committee, and (3) the Committee to Consider Violations and Dispose on Credit 
Information Disputes Relevant to Credit Information (4) Committee for the Resolution 
of Securities Disputes. 
 
3.3.3.3.1 Banking Disputes Committee 
As mentioned earlier, the Kingdom of Saudi Arabia chose to be governed by Islamic 
Law in all areas of life. As Saudi Arabia is by far the biggest producer and exporter of 
oil in the Gulf Cooperation Council and that was one of the reasons for its fast 
development since the discovery of oil in King Abdul Aziz time.425 The Kingdom at that 
time needed banks to keep pace with its developments. However, Islamic banks were 
not at that time in existence; the Islamic banking system at that time was seen as 
immature and lacking experience, at least in the leaders’ eyes, and that led to allowing 
conventional banks to work in the Kingdom providing its services and charging interest 
(Riba).426 When banks needed, for example, a judicial enforcement against defaulting 
customers, the sharia court would not be a sensible option especially when the 
contract contained a prohibited transaction such as Riba, as a sharia court, or the 
Board of Grievances, which used to have the authority on commercial disputes, would 
annul the part which contradicted with sharia in the contract.427 
Another option was to use arbitration but the same problem appeared. Although, 
arbitration is an independent dispute resolution method, it still attaches to the domestic 
legal system and the public order of the place of the issuance and the place of 
enforcement; this means the awards of the arbitral authority have to be approved by 
the Board of Grievances or by the enforcement court to be enforceable.428 This will 
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lead again to rejecting the enforcement of the part contradicting with sharia and 
offering the bank approval for executing the award in the part compliant with sharia.429  
By the early 1980s, a number of complaints had been made by conventional banks to 
the authorities, claiming that they were losing too much when they go to courts and 
that the risk was too high,430 and that resulted in a Royal Decree in 1987 which 
authorised the Banking Disputed Settlement Committee to operate under the aegis of 
the Saudi Arabian Monetary Authority (SAMA).431 
The Committee was established to consider and study cases between banks and their 
clients for settlement of disputes, and to find proper solutions between the two parties 
according to the agreement signed between them.432 It should be highlighted here that 
the committee will approve Riba to be paid if it included in the agreement even it’s 
prohibited by Islam to do so as discussed earlier.433 By doing such a thing the 
committee violate Basic Law of Governance, the judicial power that work under sharia 
law and even violates article 6 of the Charter SAMA434 that this committee works under 
its supervision.435 
The Committee used to be consisted of only a one-stage litigation procedure.436 In 
1988 another Royal Decree was issued to limit the jurisdiction of the Committee to 
only the pure banking cases and claims,437 such as opening bank credits, accounts of 
every kind and loans.438 So, this Committee was established with its jurisdiction over 
banking disputes and the application of its own particular principles to disputes, which 
consisted of approving a transaction or contract as agreed between both parties.  
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The Committee can enforce the banking claims in ways that would not be possible to 
be heard in the general court system of the Kingdom.439  
However, there were some aspects of uncertainty regarding the authority of the 
Committee and the exact status and the parameters of its mandate appeared to be 
challenged from time to time.440 The debate is whether the decisions of this Committee 
are considered final and enforceable and whether it is to be counted as a court, or only 
to be a mediator between the parties. This question had been asked and debated 
among legal professionals and even in the media.441 
In 2011 this ambiguously came under the microscope when the Board of Grievances 
was petitioned by a bank customer trying to avoid a judgment being enforced against 
him that was given by the Committee. He claimed that the judgments of the Committee 
were not those of a court and as a result the judgments should not be enforced by the 
relevant executive authorities.442 After a short time a Royal Decree was made to clear 
up the status of the Committee along with its powers and processes.443 The Royal 
Decree discussed and introduced different aspects which improved this Committee in 
the following ways: 
• It amended the name of the Committee, from the Banking Disputes Settlement 
Committee to the Committee for Banking Disputes and that was a signpost that 
the Committee is not only seen as a mediation forum but a real court.444 
• It expanded its jurisdiction to settling original and affiliated banking disputes.445 
Based on this, Islamic banks have been included under the Committee and 
cannot be heard in Sharia Courts even though the Islamic banks should be 
sharia-compliant. 
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• The Royal Decree introduced the establishment of Appeal Committees for 
Banking Disputes and Violations. It should reconsider the appellate authority 
in the Committee for Banking Disputes.446 
In addition, members of this committee are not judges and the Royal Decree only 
stated that members of the committee should be specialised in banking activates.447 
So no sharia qualifications are required. However, Muhammed ibn Ibrahim Al ash-
Sheikh the Grand mufti (a scholar who provides a sharia answer) of Saudi Arabia448 
denounced the existence of members who are not sharia experts to share decisions 
with other sharia expert members in solving disputes in this committee. As he stated 
that this may lead to preferring secular law over sharia law, which is prohibited.449 This 
concern also shared by many Muslims including Saudis that accepting to be govern 
by laws other than sharia law is prohibited, and the deputed only whether it is still 
prohibited even under the necessity.450 This is why the Basic Law of Governance 
stated in more than one place that the government is govern by Islamic law in more 
than one place.451 One of the reasons of the existence of Islamic Banks is that people 
want to live their life in accordance with sharia.  
Islamic banks in Saudi Arabia have hugely develop since the past few decades, but 
still govern by SAMA under the regulations of conventional banks. Thus, the 
researcher will point out some suggestions to solve the problem after discussing the 
Islamic banking activates in Saudi Arabia.452 
3.3.3.3.2 Financing Disputes and Violations Settlement Committee 
As the previous committee is set to be in control of disputes of banks including Islamic 
banks, while this committee is for financial institutions, including Islamic finance 
institutions that is provided by financial companies not banks. This Committee was 
formed in 2012, with primary and appeal stages, to look at cases resulting from the 
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application of the Finance Companies Control Law,453 which includes Islamic financial 
institutions especially Ijara financing (rental solutions with ownership promise). 
It should be mentioned that the Company Control Law stated that finance companies 
shall engage in finance activities in a manner not conflicting with principles of sharia 
as defined by Sharia Committees required in such companies.454 This should give an 
indication all activates should be based on sharia so disputes can be seen by judges 
in Sharia Courts. In addition, the Royal Decree stated that this Committee and its 
appeal committee shall be from those committees that are temporarily exempt from 
being seen by the judicial body until there is a specialised court.455  
 
3.3.3.3.3 Committee to Consider Violations and Disputs on Credit Information 
Disputes Relevant to Credit Information 
This committee in another example of a committee that has the authority to review 
violations of provisions of Credit Information Law and to decide on disputes and 
disagreements arising between consumers and members and companies.456  This 
committee was formed in 2008. However, its decisions can be appealed before the 
Board of Grievances which makes it not totally independent from the judicial power. 
(See Table 1) for some brief points from the Royal Decrees for the three committees. 
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Table 1: A comparative Summary between the Committees:  Brief points from the 
Royal Decrees for the three committees made by the researcher. 
3.3.3.3.4 Committee for the Resolution of Securities Disputes (CRSD) 
This committee engages with part of Islamic finance as going to be illustrated soon 
and further discussed in chapter six.457 The committee was formed pursuant to Article 
(25) of the Capital Market Law.458  The CRSD have jurisdiction over the disputes falling 
under the provisions of the Capital Market Law and its implementing regulations, as 
well as the regulations of the Capital Market Authority (CMA) and the Exchange, in 
addition to their rules and instructions in terms of public and private rights.459  This 
includes cases of disputes that arise among traders of securities. Thus, Sukuk are 
included here as it is kind of securities.460  
The members of CRSD are specialized in the doctrine of financial transactions and 
stock markets, as well as being experts in commercial and financial matters along with 
securities issues.461  However, no sharia qualifications are needed and those 
members of the CRSD are not judges. 
Thus, the independency that is guaranteed by the law for the judiciary authority and 
for the judges462 might not be guaranteed for such committee.463  As CRSD and its 
Appeal Panel fall within the executive purview, the decisions of Appeal Panel of the 
CRSD are final and cannot be reviewable by ordinary courts or higher judicial 
authorities.464  
It should be mentioned that, while proceedings should be in open court as Law of 
Procedure before Sharia Courts stated “proceedings shall be in open court unless the 
judge on his own or at the request of an litigant closes the hearing in order to maintain 
order, observe public morality, or for the privacy of the family”.465  The CRSD are not 
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open for public or even independent researchers or inquiries regarding decisions 
issued by the committee.466  The CRSD has disposed of many cases, but no one 
outside the circle of litigants knows how things go inside the CRSD.467  As Bushra Ali 
Gouda stated that “few know the facts of the cases that come in the media in the form 
of news releases”.468  Such lack of disclosure from the CRSD raised concerned of 
such committee and its appeal panel, as it makes it difficult to know how the members 
of the committee think or how they interpret the law, how they reason their decisions 
or under what section of the law the CMA prosecutes violators of the CML.469  
In addition, judgment of the committee might not be sharia complaint as no member 
of the committed is required be sharia expert as the committee look at cases that may 
contain prohibited trades such as Riba in bonds and such trade would be approved 
from the committee. 
   
As mentioned earlier470 the Basic Law of Governance in the country explicitly vested 
judicial authority in two branches: the Sharia Court and the Board of Grievances.471 
The Sharia Court used to be organized in a hierarchical system: the Supreme Judicial 
Council, the Court of Cassation, and the Court of First Instance.472  This was more or 
less the situation until the beginning of 2017 when a new specialised court started to 
be established in fulfilment of the new judicial system which had been announced in 
2007.473 From the researcher point of view after introducing the current development 
in the judicial power and underlining the new specialised courts that have just been 
established, such as the commercial courts. Also, highlighting that the existence of 
most of special Committees or Quasi-Judicial Committees was a temporary solution 
to keep up with the development of the country which might be difficult for courts to 
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deal with. Thus, the new specialised courts can replace most of the special 
Committees to move their tasks to courts in order to guarantee independence which 
is assured for judges by law. In addition, disputes which do not comprise acts that 
conflict with the principle of Islam such as Islamic finance institutions disputes should 
be easy to be moved under the judicial power, especially the Financing Disputes and 
Violations Settlement Committee, as financing companies are required by law to have 
Sharia Committees helping the company not to engage with prohibited acts. 
So, only committees that were created to solve disputes that conflict with sharia such 
as conventional banks should stay exempt from moving back to courts but Islamic 
banking should be moved to commercial court in a procedure that will be suggested 
later when other important parts of the thesis in covered.474 
Following a general introduction of Saudi Arabian history and an outline of the legal 
structure of the country, this chapter moves on to focus on the financial activities in the 
country to concentrate on the main point of this research which is to identify the legal 
challenges that may face Islamic finance in the Kingdom and to try to suggest 
solutions. Therefore, the next section examines the financial situation in the country 
and the laws that control the finance sector.  
 
3.4 Activities related to Finance in Saudi Arabia 
Most of the Kingdom’s economy used to rely on the annual influx of pilgrims to the 
Holy Cities of Mecca and Madinah.475 Jeddah, being the nearest port to Mecca, used 
to hold most of the commercial activities: for instance, currency exchange.476 In 1925, 
the first modern bank was introduced to Saudi Arabia, when a Dutch bank, known as 
Aemene Bank Nederland, opened an office in Jeddah to serve the needs of Muslim 
pilgrims from the Dutch East Indies (Indonesia).477 This bank was not active in taking 
deposits or grants and its main focus was on money-changing facilities. At that time, 
the Kingdom did not have conventional commercial banks except the small community 
of foreign residents in Jeddah who took the opportunity of the lack of banks. However 
most of the financial activities were with the trading concern Gellatly Hankey. This 
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company was mostly involved in shipping and it slowly built up its financial activities to 
provide more and more services to foreign residents in Jeddah;478 at the same time it 
was careful not to get involved in any trade which contained interest payments to, or 
receipts from, local citizens.479 
Later, in 1938, the National Commercial Bank was established and within two years it 
became the sole commercial bank operating in the KSA and it also acted as bankers 
for the Kingdom’s rulers until 1952 when the Saudi Arabian Monetary Agency (SAMA) 
was founded. In its early years the Agency was mainly concerned with managing the 
issue of currency notes.480 
In 1950, the British Bank of the Middle East started to operate offices in Al Khobar, on 
the East Coast, and in Jeddah. Then, in 1957, Riyad Bank was the second local bank 
to be established. These two local banks accounted for almost all the bank branches 
in the Kingdom while foreign banks were only limited to the offices already opened in 
Al Khobar and Jeddah since they were not allowed to expand their network, until 1975 
when they became “saudicized” ensuring that 60% of foreign owned shares were sold 
to local Saudi nationals.481 By 1985, eleven commercial banks were operating and 
covering most of the Kingdom with about 570 branches.482 
 Since the establishment of SAMA it has licensed twelve Saudi banks and thirteen 
foreign banks that offer retail and corporate banking, investments services, brokerage 
facilities and derivative transactions.483 
Four of these twelve Saudi banks are considered Islamic banks, that is, banks that 
offer all their finance services according to sharia principles.484 While the other are 
conventional banks providing full-service banking to individuals, and to private and 
public enterprises.485 
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Furthermore, the Saudi Stock Exchange (Tadawul) is also part of the Kingdom’s 
financial system; it is well recognised as one of the largest capitalised stock exchange 
markets in the Arab world.486 The issuance of Sukuk (Islamic bonds) in the Kingdom 
is operated on the Saudi stock exchange, which is regulated and supervised by the 
Offer of Securities Regulations issued by the CMA.487 
It is worth mentioning that the Islamic finance services sector in Saudi Arabia is one 
of the main players in the international sharia-compliant industry which showed its 
strength by continuing to grow even during the global economic crisis. According to 
Ernst & Young, the total Islamic financial assets in Saudi Arabia grew by 19% annually 
between 2007 and 2012.488  
 
3.4.1 The Law of Banking Control  
Almost all banking and financial activities including Islamic financial institutions or 
Islamic banks in Saudi Arabia are regulated by the Banking Control Law (BCL).489 The 
BCL regulates the banking and financial sector after a massive capital outflow in 1965, 
which caused many of the banks to go bankrupt and threatened the financial stability 
of the country.490 
The BCL granted the SAMA the authority to license and regulate banks.491 The BCL 
contains twenty-six Articles covering many prerogatives such as defining the banking 
business, determining capital adequacy and conferring licensing powers, opening 
letters of credit, opening current accounts, issuing letters of guarantee. However, 
although the Saudi legal system is based on Islamic law, no Article makes mention of 
Islamic banking or Islamic finance; in fact, there are no separate Islamic banking laws 
in the country.492 
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3.4.2 SAMA 
As mentioned earlier the Saudi economy has been boosted since the discovery of oil 
in 1938;493 for example the total income of the country was $113 million in 1950 while 
payments received for the petroleum products totalled $100 million in 1951.494 Even 
though, there was a huge increase in the income of the country the spending on the 
infrastructure was increasing faster than the income.495 The Minister of Finance at that 
time, Al-Suleyman, tried and failed to cut spending. This caused the postponing of 
some development projects, which indicated that some type of national body was 
needed to control the situation.496 
 Later in 1951 Arthur Young from the USA, an economist and financial expert from the 
USA, proposed a plan of setting up a central bank. The plan was to set up a national 
bank with capital from the government, the aims of this bank were for it (1) to be 
responsible for operating a stable monetary system, (2) to regulate the local banks, 
(3) to be responsible for receiving the income of the government and making payment 
to it which means being a government’s bank, and (4) to advise the government on 
financial problems.497 
The plan was presented to the King but his advisers told him that setting up a bank 
would lead to engagement with Riba which is against the principles of Islam. After a 
few months Al-Suleyman contacted Young again and he suggested that if the plan 
ensured that no Riba would be practised inside the country, he would be able to meet 
the objections of the king’s advisors, as they were only concerned about what was 
happening inside Saudi Arabia.498 
In April 1952 SAMA was established to be the Saudi Arabia Central Bank.499 a board 
of directors were chosen by the King is govern SAMA, this board consists of a 
Governor, a Vice-Governor and three members.500 SAMA developed its supervisory 
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system in 1980 to become more suitable in terms of corporate governance and 
infrastructure.501 
SAMA was introduced to perform many duties pursuant to a number of laws and 
regulations. Some of its duties and responsibilities include dealing with the banking 
affairs of the government, maintaining and printing the national currency (the SAR) in 
addition to strengthening and stabilising its internal and external value and 
strengthening the cover of the currency.502 
Other tasks include managing the foreign exchange reserves of the Kingdom and 
supporting the growth of the financial system and safeguarding its soundness. In 
addition, a point of particular interest for this thesis pertains to Article 1 Section C of 
the SAMA Charter which regulates commercial banks and exchange dealers, and 
supervises financial companies, cooperative insurance companies and the self-
employment profession relating to cooperative insurance activity.503  
Moreover, it is worth pointing out that the Islamic finance industry came into being as 
a formal institution in the Kingdom after the approval of the SAMA Charter which, to 
this date, has not been modified. This explains why there is no mention of Islamic 
banking or Islamic finance in the Charter of SAMA. However, upon its approval, it was 
assumed that the SAMA Charter was deemed sharia-compliant, as stated, for 
instance, in Article 6 (a) and (d) it says: 
"The Agency shall not undertake any of the following functions: (a) acting in any 
manner which conflicts with the teachings of the Islamic Law; the Agency shall 
not charge any interest on its receipts and payments; (b) engaging in trade or 
having an interest in any commercial, industrial, or agricultural enterprise".504 
In addition to the above Article, Article 2 states that “the Saudi Arabian Monetary 
Agency shall not pay nor receive interest.” 505 
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However, in reality, its seems that certain issues of sharia-compliance have not been 
truly addressed by SAMA,506 or at least, not implemented in practice as it should have 
been, as mentioned in its Charter. For example, Article 6 above prevents acting in any 
manner which conflicts with the teachings of the Islamic law, while it supervises and 
approves transactions of conventional banks that are based on interest. Participant A 
of the interview said that SAMA contradicts itself as it prohibits itself from engaging 
with activities that do not comply with Islamic principles, while it allows banks to 
conduct their business on the basis of interest. It is also uses the repo rate and the 
reverse repo rate to influence the daily liquidity in the financial system and the 
overnight interest rate in a conventional way with all banks including Islamic banks. In 
addition, he said SAMA as a central bank put some obstacles in the path of Islamic 
banks such as their being prevented from trading or being in ownership of real estate 
which minimizes the option for Islamic banks to follow the conventional banks to focus 
more on debt contracts.507 
Also, Participant C highlighted that SAMA is doing a great work with regards to 
supervising banks and keeping them safe from large economic shocks. However, 
there is a noticeable need for Islamic banks as an example to have special regulations 
to operate better.508  This will be discussed in detail in the next chapter. 
 
3.4.3 Capital Market Law and Capital Market Authority 
In 2003, while the international stock markets were doing well, The Saudi capital 
markets faced difficulties in attracting more funds and regulating capital markets 
including Sukuk as Saudi stock market was operating under three masters Ministry of 
Commerce, Ministry of Finance and SAMA.509 Thus, a Royal Decree Number M/3 was 
issued promulgating the constitutive law of the securities industry,510 which helps to 
develop the securities laws and regulations in the Kingdom.511 The Capital Market Law 
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(CML) stated the establishment of Capital Market Authority (CMA).512 Illustrating the 
duties and authorities of the CMA are as follows: 
• Regulating and developing the capital market and promoting appropriate standards 
and techniques for all sections and entities involved in Securities Trade Operations. 
• Enhancing investors’ and the public’s protection from unfair and unsound practices 
involving fraud, deceit, cheating, manipulation, and inside information trading. 
• Maintaining fairness, transparency and efficiency in the transactions of securities. 
• Developing suitable measures that can limit the risks associated with the 
transactions of securities. 
• Improving, regulating and supervising the issuance of securities including the 
issuance of sukuk and under-trading transactions. 
• Regulating and monitoring the activities of entities working under the CMA. 
• Regulating market operations and public offerings.513 
However, as going to be revealed in Chapter Six,514 that the CML never mentioned 
sharia-compliant bonds or Islamic bond or Sukuk in its laws. Thus, CMA regulate it as 
debt securities to be the same of bonds,515 even though there are some differences 
that should be concede when looking at sukuk as going to be discussed in other 
chapters.516 
3.5 Islamic Banks in Saudi Arabia 
The relationship between Islam and Saudi Arabia holds a special significance in the 
KSA, unlike in any other country in the world, as it is the heartland of Islam, its historical 
birthplace, home of the Two Holy Mosques and the focus of Islamic devotion and 
prayer.517 Since the establishment of Islam and the early days of Islamic history, 
Muslims were able to create an interest-free system to mobilise resources for 
consumers’ needs and to finance productive activities, which worked successfully for 
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many centuries.518 For example, instead of interest-based borrowing and lending, 
partnership and profit- and loss sharing structures constituted the basis of commerce 
and industry during the twelfth and the thirteenth centuries in the Mediterranean 
region.519 
Yet, as the centre of economic gravity moved with time towards the West, especially 
after the direct or indirect colonisation of most of the Muslim counties, this had an 
impact on local laws particularly with regards to the commercial and civil spheres, 
Western financial institutions, including banks, took the lead and developed gradually 
while the Islamic financial system almost froze.520 
When Saudi Arabia was founded, there was no clear vision to have an Islamic banking 
system and the only available option to engage with the world and meet the demands 
of the country’s growth was through a conventional system. That is why the Kingdom 
opted for a conventional banking system, starting with the Dutch Commercial 
Company in 1925.521 
As a result, the Saudi banking sector grew significantly, as explained earlier.522 In 
1976, the First World Conference on Islamic Economics took place in Mecca and this 
opened the door for debates and discussions regarding the introduction of an Islamic 
economics discipline.523 The conference resulted in the approval of a draft agreement 
supporting the establishment of the Islamic Development Bank.524 The aim of this 
Islamic bank is to foster economic development and social progress, individually and 
collectively, among country members and Muslim communities in accordance with the 
principles of sharia law.525 The KSA is considered to be the bank’s most important 
funding contributor with a capital of nearly 25% of the total subscribed capital and is 
also home to its headquarters in Jeddah.526 
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Furthermore, a number of Islamic banks are partly owned by Saudi nationals outside 
Saudi Arabia, such as, the Faisal Islamic Bank, established in Egypt and Sudan in 
1977, with an ownership of 49% of Faisal Islamic Bank in Egypt and 40% of Faisal 
Islamic Bank in Sudan owned by Saudis.527 Another example was the Bahrain Islamic 
Bank, established in 1979, with about 35% of its capital subscribed by Saudi 
citizens.528 
The KSA banking sector is one of the world’s most stable and fastest growing banking 
markets. Indeed, within the last decade, the Saudi banking industry has witnessed a 
noticeable progression in terms of organisational structure, outreach and utilisation of 
technology and financial health and size.529 The Saudi banking industry performed 
well and recorded a good growth in assets and deposits. Even in the midst of the world 
financial crisis and the subsequent global adverse economic conditions, it is worth 
emphasising that the industry grew remarkably and expanded its lending activities.530 
At present, there are thirteen foreign banks and twelve domestic banks in the 
Kingdom.531 In 2004, a number of amendments were made to the regulation of the 
SAMA to enable foreign banks to operate in the Kingdom. Among the twelve domestic 
banks, eight are entirely Saudi-owned, whereas four are joint-ventures with foreign 
international banks. With regards to the domestic commercial banks, four are full-
fledged Islamic banks532 and the rest are counted as conventional banks while also 
serving an Islamic banking clientele by establishing their own Islamic window or 
subsidiary.533 
                                                          
527 Ahmed A. Al-Suwaidi, Finance of International Trade in The Gulf (Graham & Trotman 1994) 18. 
528 Ibid. 
529 Bukhari M. S. Sillah, Imran Khokhar and Muhammad Nauman Khan, 'The Performance of Saudi 
Banking Industry 2000 -2011: Have the Banks Distinguished Themselves from one Another?' (2014) 5 
International Journal of Financial Research 122. 
530 Ibid. 
531 The foreign banks that operate in the Kingdom of Saudi Arabia are: Gulf International Bank (GIB), 
Emirates NBD, National Bank of Bahrain (NBB), National Bank of Kuwait (NBK), Muscat Bank, 
Deutsche Bank, BNB Paribas, J.P. Morgan Chase N. A, National Bank of Pakistan (NBP), State Bank 
of India (SBI), T.C. ZIRAAT BANKASI A.S., Industrial and Commercial Bank of China (ICBC), the 
QNB and Bank of Tokyo – Mitsubishi UFJ (Licensed - has not started yet). See official website of 
Saudi Arabia Monetary Authority please see 'Banking Control Foreign Banks' (Sama.gov.sa, 2017) 
<http://www.sama.gov.sa/en-US/BankingControl/Pages/ForeignBanks.aspx> accessed 18 December 
2017. 
532 Bukhari M. S. Sillah, Imran Khokhar and Muhammad Nauman Khan, 'The Performance of Saudi 
Banking Industry 2000 -2011: Have the Banks Distinguished Themselves from one Another?' (2014) 5 
International Journal of Financial Research 122. 
533 M. Mansoor Khan and M. Ishaq Bhatti, 'Islamic Banking and Finance: on its Way to Globalization' 
(2008) 34 Managerial Finance. 
107 
 
There is a new movement from SAMA towards Islamic banks even it is not much yet 
but it shows that there is some interest. Participant B said SAMA has not interested in 
Islamic finance but the current situation force SAMA to deal with Islamic banks. Thus, 
SAMA established an Islamic Banking Committee, its members are representative 
from every bank, and a representative from SAMA should attend the meeting. The 
meetings organized and paid for by the banks. 534 Participant B said SAMA does not 
approve any result or recommendations of the meetings. Even though he said SAMA 
take other committees more serious such as Finance committee, Treasury committee 
and transaction operation committee as he said that he is close to some of those 
committees. The meetings only to help banks to sit together and discuss some 
challenges facing them and try to come up with solutions. However, the committee 
has no ability to commit to anything; it is only discussing common issues and trying to 
unite effort.535 In some cases when a problem between two or three banks caused by 
different point of view, this meeting would be good to make them set to together to 
discuss the problem. He said that one of the achievements of this committee is 
publishing a brochure on the legal quality and regulatory guide in Islamic banks. 
Because in Saudi Arabia there are no standards have been set by central bank or any 
governmental authority, banks have different standards for their sharia boards, some 
of them work hard to develop their product. While others unfortunately do not achieve 
the minimum requirement for a proper sharia board.536 Thus, the purpose of this 
brochure is to indicate the level required to be achieved by sharia boards and there is 
no obligation to follow this guide. It is only to measure the extent of seriousness or 
negligence of the board.537 
 
3.5.1 Full-Fledged Islamic Banks 
Islamic banks are those banks which are supposed to offer instruments and products 
consistent with the religious beliefs via the sharia board that is part of the bank.538 
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3.5.1.1 Al-Rajhi Bank 
The year following the emergence of the Islamic Development Bank, a new Islamic 
bank appeared in the arena: Al-Rajhi Bank. It was founded in 1978 and became the 
first bank to apply and specialise in Islamic banking in the KSA. At the beginning Al-
Rajhi provided Islamic financial services like currency exchange, and then in 1987, it 
became Al-Rajhi Banking & Investment Corporation which was formed as a joint-stock 
holding company. At first, SAMA refused to grant Al-Rajhi Bank a licence to operate 
while licences had already been given to other conventional banks that were basically 
dealing with interest although the SAMA should only have accepted banks which 
worked according to the teaching of Islamic Law. For example, Article 2 stated that 
SAMA shall not pay nor receive interest and Article 6 (a) and (d) that was introduced 
earlier also has this restriction.539 
Despite this, Al-Rajhi Bank was only dealing with Islamic transactions and this is still 
the case today. In other words, giving the licence to Al-Rajhi Bank would imply that the 
other financial institutions were non-Islamic. However, in 1987 after much lobbying 
and because Al-Rajhi Bank already had significant deposits, it was felt necessary and 
preferable to have it regulated by SAMA540 and the bank received its licence on the 
condition not to use the term Islamic in its title.541 
In 2002, Al-Rajhi Banking and Investment Corporation became the largest Islamic 
bank in the world with $15.8 billion in assets542 and by the end of 2013; its total assets 
were $74.6 billion.543 It is now the largest provider of Islamic banking products in the 
Arab world and has the largest retail banking franchise in Saudi Arabia with a market 
share of 39% in domestic consumer financing.544  
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3.5.1.2 Albilad Bank 
Albilad Bank is a Saudi joint-stock company established in 2004. Its mission is to strive, 
through initiatives and innovation, to provide banking services on a genuine Islamic 
basis and meet the ambitions of all stakeholders including clients, employees and 
shareholders.545 The bank is developing gradually; for example, its total assets 
increased by 22% from December 2012 to the end of 2013 to reach $ 9.685 billion; its 
assets then reached $12.05 billion in 2014 and $13.104 billion in June 2015.546 
3.5.1.3 Al-Jazira Bank 
Al-Jazira Bank is a joint-stock company incorporated in the KSA and formed by Royal 
Decree no. 46/M, dated 21 June 1975. The bank was operating as a conventional 
bank until 1998 when its board of directors took the strategic decision to convert from 
conventional to sharia-compliant banking. To ensure compliance with sharia 
principles, the bank established a sharia department within its organisational structure 
and formed a Sharia Advisory Board which count a number of scholars specialised in 
Islamic banking to screen, monitor and endorse the bank’s operations and extend the 
sharia principles throughout its working environment. By 2002, the bank succeeded in 
changing all its branches to operate as per sharia rules and principles and since its 
conversion, the bank started to post the highest growth in earnings, registering a 140% 
compound annual growth rate from 2002–2006.547 Then in 2007, the bank was fully 
converted to a sharia-compliant institution and simultaneously increased its paid-up 
capital to reach $ 0.8 billion which were entirely derived from the bank’s profits. 548 The 
total assets of the bank by the end of 2013 were about $ 16 billion.549 
3.5.1.4 Alinma Bank 
Alinma Bank was licensed in 2006 to operate in the Saudi financial services sector. It 
is trying to show its competitive advantages in the following areas. The Bank seeks to 
become an integrated financial institution that is in complete accordance with sharia-
                                                          
545 'Albilad|Bank Albilad - About the Bank' (Bankalbilad.com, 2015) 
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compliant banking standards in all services and transactions.550 Its total assets were 
$ 16.8 billion by the end of year 2013551 while in 2012, they reached $ 14.4 billion and 
$ 9.786 billion in 2011, which shows a gradual increase every year.552 
 
3.5.2 Banks in the Process of Being Converted to Islamic Bank 
3.5.2.1 The National Commercial Bank 
The bank was established in 1953 by Royal Decree as a general partnership, resulting 
from the merger of Saudi Arabia’s largest currency houses: Saleh and Abdul Aziz Kaki 
and the Salem bin Mahfouz Company. The two businesses joined to form the first 
officially-recognised Saudi bank553 and is now the largest bank by assets in the Arab 
world.554 In 1990, the bank decided to convert into a fully dedicated Islamic bank.555 
All of its branches are now offering Islamic services and it has already banned interest 
payments and pure monetary speculation in its operations. However, some of its 
businesses are still based on conventional banking rules. The bank announced in 
2014 that it would transform into a full-fledged Islamic bank within about five years.556 
In 2013, their total assets exceeded $ 100.53 billion, 557 while it reached $ 119.946 
billion in 2017.558 
All other banks in the Kingdom are considered as conventional banks but also serve 
their Islamic banking clientele by establishing their own Islamic window or subsidiary 
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and most of them have their own Sharia Committee to develop and supervise the 
Islamic contracts which are made available to their clients. 
 
3.5.3 Conventional Banks 
3.5.3.1 The Saudi Hollandi Bank 
The Saudi Hollandi Bank, founded in 1926 and first known as the Netherlands Trading 
Society, was the first bank to operate in the Kingdom and acted as the de facto central 
bank, holding the Kingdom’s gold reserves and receiving oil revenues on behalf of the 
Saudi government. The bank started its Islamic banking and finance department in 
1995 offering Shariah-compliant products to both individuals and corporations.559 
3.5.3.2 Riyad Bank 
Riyad Bank was established in 1957 and started to provide Islamic finance options in 
2000, and in 2003 it opened its first Islamic branch. With respect to its total assets, the 
bank was $ 57675.2 million in 2017,560 while it was $ 58031 million for the period 2016 
ended September.561 However, regarding the Islamic development of the bank, it can 
be said that there is a continued increase in terms of, for instance, loans and advances. 
The bank’s net Islamic products amounted to $ 18188 million in 2014,562 while they 
were $ 17043.4 million in 2013 and $ 15151.4 million in 2012.563 The bank’s Islamic 
banking department is making efforts to educate its employees in matters of Islamic 
financing contracts. For example, it provided special training workshops to 350 bank 
employees to explain and introduce Islamic banking products, as well as how to best 
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present those products to customers and answer their questions accurately.564 The 
following sections present the conventional banks. 
 
3.5.3.3 Samba Bank 
The Samba bank was first established in 1955 under Citibank; then in 1980, following 
a Royal Decree, the bank became the Saudi American Bank. In 1996, an Islamic 
banking division was created as an independent entity with a separate account and 
the bank now has its own Sharia Committee which counts five sharia scholars.565 In 
2004, Citibank sold their last remaining shareholding to local investors.566 In March 
2014, the total assets of the bank were $ 55671030.66 then it increased to reach 
$59355127.2 in March 2015,567 while it reached $ 61849424.26 in March 2017.568 
 
3.5.3.4 The Saudi Arabia British Bank (SAAB) 
The SAAB, an associate company of the HSBC group, was established in 1978 and 
started to offer sharia-compliant products in 2000 through its separate Amanah Islamic 
banking services division.569 The bank recorded a net profit of $ 297.3 million for the 
quarter ending  March, 2015, which represents an increase of about $ 9 million or 
3.2%, compared to $ 288.2 million for the same period in 2014.570 While the Total 
assets reach SAR 179.5 billion at 30 September 2017.571 
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3.5.3.5 Banque Saudi Fransi 
The Banque Saudi Fransi is a Saudi Arabian joint-stock company established by Royal 
Decree No. M/23 dated 4 June 1977. The bank has made huge progress regarding 
the development of its products and services including enhancements of its branches 
to meet the terms and provisions of sharia as well as to deliver alternative products to 
companies and individuals including investment and global market services.572 The 
bank offers Islamic personal financing as well as sharia-compliant investment 
instruments573 and total assets $ 54495482.4 in 2017.574 
 
3.5.3.6 The Arab National Bank 
The bank was established in 1979 by Royal Decree no. M/38 and has made 
tremendous efforts to comply with Islamic finance. It created an Islamic banking 
division and one of the most important duties of this division is to develop products 
and services that are sharia-compliant that provide sharia-based financial solutions to 
cater for the needs and expectations of all its customers. The Islamic banking division 
supports branch conversions from conventional to dedicated Islamic branches.575 
 
3.5.3.7 The Saudi Investment Bank 
This bank was established by Royal Decree no. M/31 in 1976; it offers sharia- 
compliant products and a branch network that is largely designated as Islamic. The 
bank offers traditional wholesale, retail and commercial banking products. For 
example, they provide financing of private industrial sectors and trade finance products 
to facilitate imports and increase the country’s exports. As far as the retail side is 
concerned, they offer a variety of sharia-compliant products and services and also 
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provide a comprehensive series of treasury and institutional banking products and 
services.576 
A study, generated by Al-Jazira Capital during the period 2007-2012 for the compound 
annual growth rate (CAGR), showed that lending by sharia-compliant institutions were 
16.3% of the total lending in the kingdom while it was 9.8% for conventional banks.577 
The study also revealed that the sharia-compliant sector is doing better in comparison 
to the non-Islamic lenders. For instance, in 2012 the aggregate net interest margin of 
Islamic banks reached 4.1% while it was only 2.9% for the conventional lenders.578 
After briefly highlighting the different banks in Saudi Arabia in terms of their being 
Islamic banks or conventional banks, it should be mentioned that the popularity of 
Islamic finance among Saudi Arabians persuaded all banks including the conventional 
ones, offer financial products that are marketed as sharia-compliant. This will be 
referred to in the later chapters when discussing the legal requirements needed to 
ensure that any financial products that are marketed or sold as sharia-compliant 
poducts to end users, that is to the clients of financial institutions, really are sharia- 
compliant.  
 
3.6 Saudi Vision 2030 
At the time of writing this thesis, Saudi Arabia in all its sectors, ministries and 
individuals are eager to be equipped to meet the 2030 Vision that was announced on 
25th April 2016 and every person tries to understand and cooperate with this Vision. 
The Vision is mainly about reducing the dependence on oil and government funding. 
Also, the Vision intends to provide additional support to the private sector to participate 
in the development of the country.579 Despite the fact that statements regarding 
diversifying the sources of income have repeatedly been made in the past, every time 
the price of oil dropped down, this time the Cabinet under the chairmanship of the King 
have approved this Vision.580  
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The Vision could be a tool to help solving the obstacles that Saudi Arabia is 
encountering.  It intends to develop the law to give more opportunity for the private 
sector to play a vital role in the Saudi economy: for instance, it is stated in the Vision 
that “over the past year, we reviewed many current laws and enacted new laws that 
have been years overdue. These include the company law, the non-governmental 
organizations’ law.”581 Also, it states:  
“We believe strongly in the important role of the private sector, it currently 
contributes less than 40 percent of the GDP (Gross Domestic Product). To 
increase its long-term contribution to our economy, we will open up new 
investment opportunities, facilitate investment, encourage innovation and 
competition and remove all obstacles preventing the private sector from playing 
a larger role in development. We will continue to improve and reform our 
regulations, paving the way for investors and the private sector to acquire and 
deliver services”582  
The researcher is optimistic that this Vision might enhance the Islamic financial sector 
and provide it with the better regulations in order to make it more powerful; as the 
Vision stated the first of the three themes that the Vision is built on: a strong foundation 
for economic prosperity for members of this society who live in accordance with the 
Islamic principle of moderation.583 Also the Vision started with the indication that one 
of the powerful points of the country is its location as it is in the heart of the Arab and 
Islamic world, 584 and this again will enhance the position of Islamic finance in the 
country. In addition, the Vision stated that it is planning to reach the highest level of 
transparency and governance in all sectors, 585 and this is what Islamic finance in 
Saudi Arabia is in need of as will be discussed in the next chapter. 
There are some positive signs showing that this Vision can contribute to the 
development of Islamic finance. This can be seen from a number of actions that have 
recently happened and others that are still in the process of happening and will be 
announced soon. For example, in October 2016, the CMA became a member of the 
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Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) which 
is counted as one of the most vital organisations that aims to develop Islamic financial 
activities. The CMA stated in a recent announcement that “Membership in AAOIFI is 
in line with CMA’s efforts to achieve Saudi Arabia’s 2030 Vision, through continued 
development of the Saudi capital market while looking to enhance performance and 
elevate efficiency of control and audit, through standards of accounting, auditing, 
business ethics and corporate governance”.586 
The CMA becoming a member in the AAOIFI means that Saudi Arabia is paying more 
attention to Islamic finance. This sends an indirect message to the local market in the 
Kingdom that Islamic finance will be looked after and will be better organised.587 Also, 
this constitutes an indirect message to financial institutions that provide Islamic finance 
products without paying undue attention to the level of its consent to sharia to be more 
careful. In addition, it may help to encourage Islamic financial institutions to adopt the 
AAOIFI sharia standards which would help standardise this market. 
Furthermore, in March 2017, the Institute of Finance, which is part of SAMA, signed 
an agreement with the AAOIFI for the professional development of Islamic finance 
including sharing expertise, laying the basis for joint cooperation in the professional 
development of Islamic finance activities in the banking sector and in the capital and 
insurance markets, enhancing professional levels of human resources and raising 
awareness of sharia-compliant financial products and instruments.588 Then, SAMA as 
well became a new institutional member of AAOIFI.589 The Vision 2030 will be 
discussed in more detail in Chapter Six with the researcher’s own prespective on how 
the Vision could contribute to the development of Islamic finance, after discussing all 
the challenges that may face the development of Islamic finance. 
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3.7 Conclusion 
The chapter is part of several chapters whos main aim is to clarify the legal challenges 
and difficulties that may face Islamic finance in Saudi Arabia and so may prevent the 
Kingdom of Saudi Arabia from being the leading country for developing Islamic 
finance. This thesis will discuss some of the challenges, such as not having sharia 
governance as part of the corporate governance of financial institutions which provide 
financial products advertised as being compliant with sharia law; and also the 
challenges of not having a Central Sharia Board to ensure the conformity of financial 
products to sharia law. The thesis will suggest some recommendations that could help 
to overcome the challenges. However, in order to do that the thesis had to define 
Islamic finance first,590 and then illustrate the sources that Islamic law depends on and 
the major rules that Islamic finance has to deal with, in order to differentiate this finance 
from conventional finance.591 
This Chapter was presented to show the relationship between Islamic finance and 
Saudi Arabia in order to develop the themes of this thesis and find out the challenges 
that may face such finance in Saudi Arabia. This chapter started by giving the relevant 
historical background about Saudi Arabia including the legal background. After that, 
the structure of the Saudi legal system was provided including the regulatory, the 
executive and the judicial authorities in the Kingdom to show where the position of 
Islamic finance in the country is. This was followed by illustrating the financial activities 
in Saudi Arabia which include introducing the Banking Control Law and the Saudi 
Arabian Monetary Authority (SAMA) showing their links to Islamic Banks in Saudi 
Arabia. 
Finally, the 2030 Saudi Vision was presented to show the recent development in the 
country which may benefit Islamic finance in Saudi Arabia. This Chapter is vital to the 
thesis as it set the basics that Saudi Arabia for example committed its self by law to 
follow sharia in all its aspects while in practice there are some breaches to the laws,592 
which can be justified as a necessity in some cases but that should be for certain time. 
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 Chapter Four: The Importance of Sharia Boards for Financial 
Activities in Saudi Arabia  
4.1 Introduction 
This chapter focuses on sharia boards in financial institutions including banks in Saudi 
Arabia. Some of the challenges that are highlighted related to sharia boards and show 
the need for a special governance framework that is sharia governance. Such 
governance is needed to minimise the bad practices by some financial instiutions who 
market some of their products as sharia-compliant when they are not.   
Thus, this chapter will show some of the challenges facing Islamic finance and these 
will be then shown in practice in the next two chapters when discussing Sukuk.593 This 
chapter will begin by showing the meaning of sharia compliance, which is what sharia 
boards in financial institutions should guarantee in all the financial products they 
approve. As Chapter Two already discussed the essential basics of Islamic finance, 
such as sharia sources,594 and the fundamental principles of Islamic finance.595 This 
chapter should became easy to follow and understand which would be needed to 
develop the thesis by discussing the challenges that face Islamic finance when some 
of its financial contracts are accepted in certain countries and void in other showing 
the reasons for having different Fatwas on a certain financial product depending on 
the Islamic schools of thought, that already introduced;596 and their position with 
regards to Hilah (a legal trick) will be presented in this chapter.   
This chapter will also highlight the situation of sharia boards in Islamic financial 
institutions in Saudi Arabia from a legal perspective and how corporate governance of 
Islamic financial institutions compares with the current situation of some other 
countries including the neighbouring countries in the GCC countries. This part of the 
chapter is linked to chapter three which discussed the legal system and Islamic finance 
in Saudi Arabia. Lastly, the chapter will discuss the idea of creating a Central Sharia 
Board to supervise individual sharia boards in financial institutions. 
4.2 An Overview of Sharia Compliance 
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Islamic finance started with the establishment of Islam. Most of the principles of Islamic 
finance can be found in the Holy Quran and Hadith (prophetic traditions),597 some 
verses were revealed to prohibit some activities that people used to do when trading. 
For example, 'Oh who you who believe fear Allah and give up what remains of Riba; if 
you do it not, take notice of war from Allah and His Apostle’. [2:278] 
Since then, Muslims started to engage in finance and trade according to the teaching 
of Islam. However, as discussed earlier,598  after both direct and indirect pressure from 
western colonists which affected the law in most of the Muslim countries, especially in 
the commercial and civil sphere.599 In 1971 the first modern Islamic bank opened after 
several attempts;600 one of the problems facing Islamic banks since then was that the 
Fatwa (an Islamic legal opinion) for certain financial products may differ from one 
sharia scholar to another and from one sharia board to another, one of the reason of 
the different in Fatwa is related to the use of Hila and the excessive use of it which 
going to be discussed soon.  
Many conventional financial products have been studied by sharia scholars to 
determine their compatibility with sharia, and if found not to be compatible, some 
reverse engineering might be done to make them sharia compliant.601 However, 
authors have used the term sharia-compliant in different ways. Some authors use this 
term only for financial products that were found in conventional finance and were then 
modified in order to be used in Islamic finance, whereas products that do not have a 
conventional finance background were identified as sharia based.602 In contrast, other 
authors use the term sharia-compliant for financial products that can meet the 
substance and form of sharia but not the social needs of the community, which Islam 
usually cares about,603 while using the term sharia based for products that meet both 
                                                          
597 Hjh Siti Jabbar, 'Islamic Finance: Fundamental Principles and Key Financial Institutions' (2009) 30 
Company Lawyer 24. 
 
598 See 2.4and 3.5 above. 
599 Wael B. Hallaq, An Introduction to Islamic Law (1st edn, Cambridge University Press 2009) 141. 
600 Hamed Merah,  ةيقيبطت ةيليصأت ةسارد :ةيملاسلإا فراصملا يف ةدجتسملا ليومتلا دوقع(Emerging Financing Products 
in the Islamic Banks; A Theoretical a Practical Study) (1st edn, al-Miman Pubisher 2011) 41. 
601 Abbas Mirakhor, Zamir Iqbal and Hossein Askari, Globalization and Islamic Finance: Convergence, 
Prospects and Challenges (Wiley 2013) 166. 
602 Said Mikail and Mahamad Arifin, 'A Critical Study on Sharia Compliant and Sharia Based Products 
in Islamic' (2013) 3 Journal of Islamic and Human Advanced Research. 
603 Habib Ahmed, 'Maqasid al-Sharia and Islamic Financial Products: a Framework for Assessment' 
(2011) 3 ISRA International journal of Islamic finance. 
120 
 
goals.604 In this thesis all products that are accepted by sharia boards will be called 
sharia- compliant including the sharia based ones.  
 
4.3 The Definition of Hila 
Hila can be defined in classical Islamic jurisprudence as an artifice, device or 
stratagem. While in practice, it is “the use of legal means for achieving extra-legal 
ends, ends that could not be achieved directly with the mean provided by the sharia, 
whether such end might or might not be in themselves illegal.”605 It is basically known 
as a legal trick.606 Hila is the singular and the plural is Hiyal. A famous example of a 
financial contract that uses Hila and has caused a huge debate among sharia scholars 
is Bay al Inah which can be called a buy-back contact or double selling. One of the 
ways Bay al Inah is performed is when a bank sells a commodity to a customer on a 
deferred payment basis and then buys it back immediately for cash at a lower price. 
The difference in price is the bank's profit which is determined in advance.607 So, it can 
be seen that, there were two separate transactions, each one having no contradiction 
with sharia, but the completed process of the two transactions achieves an illegitimate 
end, which is charging interest on a loan and this is considered to be a type of Riba. 
In practice the debtor does not intend to purchase the commodity, and the bank usually 
uses the same commodity to complete this procedure with other customers.608 
In addition, Hila can have a slightly different meaning to describe a clever way of using 
the law to achieve a legitimate end.609 For example Ibn Qayyim al-Jawziyya610 
differentiated between two kinds of Hiyal, one he considered lawful, when “a lawful 
end was to be achieved by lawful means”,611others are forbidden, when unlawful ends 
would be achieved. Other scholars having similar views such as Ibn Taymiyah and al-
Shatibi612 mentioned that Hila can be reprehensible when it is used to achieve 
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illegitimate ends while it is commendable when it is used to achieve a result that does 
not contradict the spirit of the law.613 Recently some scholars started naming the 
permissible Hila as Makhraj Fiqhia (a legal existence from a hardship).614 
Furthermore, legal tricks are not the only discussed in sharia law, Joseph stated that 
evasions and other devices are practised in other legal systems including Jewish and 
Canon law, and legal fictions in particular played a considerable part in Roman law 
and elsewhere.615 
The concept of Hiyal is an important element to be discussed as most of the 
differences among sharia boards in financial institutions around the world are caused 
by Hiyal, and how scholars and Madhahib (Islamic schools of thought) look at them.616 
Agha stated that the excessive use of Hiyal would make Islamic financial products 
Islamic in form only and not in substance, where principles in Islam should be put 
before profit; so succeeding in this world is important, but such success must not be 
at the cost of the means to success.617 
4.4 Islamic Schools of Thought and Hila 
After introducing Madhahib in Chapter Two,618 it should be easier to link them to their 
positions with regards to Hila. Highlighting the issue of Hila is important as it is one of 
the main causes for debate on financial contracts in some sharia boards at different 
financial institutions all around the world and this has its effect on Saudi Arabia as 
well.619 Ibn Taymiyah links the origin of Hila with the promotion of Al-raʾy (opinion).620 
In his view, most Hiyal were validated by jurists who belonged to the school of Ashab 
al-ray (people of opinion) as they use more human reasoning in solving legal 
problems,621 or relied much more on the use of legal reasoning and sound judgment 
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than on hadith.622 As Ashab al-ray apply Hiyal more, it can be indicated from what has 
been discussed in Chapter Two623 that two Madhahib who were influenced by Ashab 
al-ray would use it as well, that is the Hanafis and Shafis, whereas the other two 
Madhahib are influenced by Ashab Al-Hadith (people of hadith) who always try to base 
their legal opinions entirely or at least primarily on literal hadith reports, keeping human 
reasoning to a minimum.624 It should be pointed out that the founders of the four 
schools did not specify, discuss or approve Hila directly, but by investigating their 
rulings on different contracts Hila was identified and then was presented by some of 
the later scholars of those Madhahib.625 Hiyal can be found in different parts of the 
law: financial, criminal, inheritance law, taxation law and others.626 To serve the 
purpose of this thesis the focus will be only on the financial part. The Madhahib will be 
listed depending on their view on Hila: the Hanafi, Shafi, Maliki and Hanbali. 
4.4.1 Hanafi Madhab 
Hila can come in different forms and examples can be found in some books of the 
Hanafis.627 For example Abu -Haniafa was asked about selling grapes to a winemaker 
and he validated the transaction as the winemaker might not use these grapes to make 
wine.628  However, it is not always the case that a transaction or a contract that 
contains Hila is valid, meaning it is permissible. Scholars may validate a transaction 
but they believe that it might not be permissible to do so if the parties did it with 
intention to achieve a prohibited result, as only the God knows the intentions.629 In 
other words, the transaction may be valid from a judicial perspective, but is not 
permissible from a religious perspective; for the religious side it would be dependent 
on the intention of the person who made the transaction and that between the person 
                                                          
622 Frank E Vogel, Islamic Law and Legal System: Studies of Saudi Arabia (Brill 2000) 40. 
623 See Error! Reference source not found. above. 
624 Frank E Vogel, Islamic Law and Legal System: Studies of Saudi Arabia (Brill 2000) 40. 
625 Abd al-Razzaq al-Sanhuri,  يبرغلا هقفلاب ةنراقم ةسارد يملاسلإا هقفلا يف قحلا رداصم(Sources of the Right in 
Islamic Jurisprudence a Comparative Study of Western Jurisprudence) (Vol 3 Dar Ihya al-Turath al-
Arabi 1997) 139. 
626 Ibid. 
627 Abdullah Saeed, Islamic Banking and Interest: A Study of the Prohibition of Riba and its 
Contemporary Interpretation (Brill 1996) 38. 
628 Muhammad Ibn Abidin al-Shami, راصبلأا ريونت حرش راتخملا ردلا ىلع راتحملا در ةيشاح (Hashiyat Radd Al-
Muhtar 'Ala Ad-Durr Al-Mukhtar) (Vol 9 Dar al-Alamiyyah 2012) 559. 
629 Muammed Ismail, 'Legal Stratagems (Ḥiyal) and Usury in Islamic Commercial Law' (PhD, The 
University of Birmingham 2010)125. 
123 
 
and the God.630 So, the Hanafis disregard the motives of parties behind contracts as 
it is difficult to know the intention of the parties when performing the sale contract. 
Many scholars in this Mathab, including the early jurists such as al-Shaybani, and al-
Khassaf, also the founder of this school, see the prohibition of hila when it is applied 
to haram (a forbidden action) or to deny the rights of other people.631 
4.4.2 Shafi Madhab 
It should be noted that some of the countries that are interested in developing Islamic 
financial contracts and becoming a hub of Islamic finance are countries that follow the 
Shafi Madhab, such as Malaysia, and that has meant some of their products are not 
accepted in other countries which follow a stricter view about hila such as Saudi Arabia 
which follows the Hanbali school.632  
So the Shafi School’s view regarding hila will be discussed here in more detail. This 
school is also known to accept the legality of Hiyal,633 even though the early scholars 
of this Madhab did not state that they supported the use of it, but it can be found in 
some legal opinions especially in cases relating to trade,634 with examples to this, 
allowing the sale of grapes to a wine maker as the Hanafi Madhab, and another 
example, the Bay al Inah transactions, described as the king of Hiyal.635 The founder 
of the school was known for his opposition to the Hiyal.636 However, he explained the 
way he follows when examining the validity of a contract: he does not void a contract 
that appears valid, just because there is suspicion about the parties’ illegal intention 
or their practice, as he validates it on the ground of its form. On the other hand, he 
stated that if an illegal intention was made explicit he would invalidate the sale.637 Also, 
he believed that a contract can only be invalidated on the ground of the terms explicitly 
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stated in the contract. So, pre-contract or post-contract arrangements will not make 
the contract void; also, it will not be voided because an illegal motive, such as 
practicing usury, is suspected or because it can lead to an impermissible action.638  
As with the Hanafi Madhab, al-Shafi and many scholars in his school may validate 
some contracts that contain hila, but such validation may only be seen from the judicial 
side while they might be prohibited to do so from a religious side especially when bad 
intention was established. Al-Shafi stated that he sees this intention as Makruh from 
a religious side. The word Makruh originally meant dislike but al-Shafi uses this word 
in different places in his book al-Umm639 to mean forbidden. 
However some scholars believe that al-Shafi meant that he dislikes the action but it is 
not prohibited, while the majority understand that it means prohibited.640 The 
researcher sees that this is an important point, as sharia boards, who choose to follow 
the Shafi school in related cases, should be not allowed to approve a contracts that 
contains hila that leads to illegal ends even if the form of the contract is accepted 
judicially, because it is prohibited religiously and they should not expose their client to 
commit a sin. In particular, approving a contract for a financial institution would mean 
that such a contract will be used as a form and used over and over again with the 
same Hila giving an unlawful result at the end of the contract every time. Thus, this will 
give the same result as implicating the illegal intention when forming the contract which 
is seen as prohibited in all the Madhahib because the illegal result would be achieved 
every time when such contract practice. Besides, large numbers of Shafi jurists 
prohibit scholars from teaching or drawing people’s attention to such legal ruses to 
avoid obligation or to breach the prohibition.641 
In relation to this, Ibn Al-Qayyim said that some of the sharia scholars in his time talk 
about some forms of Hiyal that were never mentioned by the earlier scholars in the 
Madhahib, and some of those scholars wrongly assumed that those Hiyal were in 
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existence and accepted by the earlier scholars, especially Hiyal which have been 
linked to Al-Shafi; Whereas those Hiyal were not really discussed or accepted by Al-
Shafi, and most of them were made up or wrongly attributed by orientalists (Western 
Artists in Arabia).642 Even so, al-Shafi usually legalises a contract based on its form, 
without concentrating on the intention of the two parties when forming the contract, but 
there is no doubt that he would not encourage and show people how to deceive and 
mislead others in their financial contracts.643  
In addition, some of the early prominent scholars in the Shafi School, such as al-
Juwayni and Isfariyani, forbid Bay al Inah transactions from a sharia perspective. They 
also void a sale contract if one of the parties involved makes a habit of using the Bay 
al Inah transaction.644 So, the Shafi Madhab has different opinions as to when hila is 
included in a financial contract but most of the early and current scholars including the 
founder of the school may validate some cases that include hila but they prohibit it 
when being used intentionally to achieve an unlawful end. 
 
4.4.3 Maliki Madhab 
The Maliki school is influenced by Ashab Al-Hadith who keeps human reasoning to a 
minimum, while it tries to base its advisory opinions on hadith as possible as possible. 
As explained in Chapter Two.645 Maliki used in his Fiqh (doctrine) Al-masalih Al-
mursalah (public interest if not leading to prohibition) and Sadd Al-dharai 
(precautionary legal prohibition).646 The latter approach has given hila a very small 
chance of existing in any financial contract as hila may lead to unlawful ends so it is 
forbidden.647 This school uses the verses of the Quran and the Hadiths that warn 
people against manipulating with his rules to achieve unlawful ends to prohibit and 
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void Hiya. For example, the Quran648 tells a story of people who were commanded by 
God to not catch fish on Saturday. But those people noticed that on Saturday more 
fish comes around so some of them decided to circumvent this command by leaving 
the fishing nets out on the day before Saturday and collecting them on the day after 
Saturday: thus, those people were punished.649 
Alshatibi a great scholar in the Maliki Madhab listed many Hiyal in his time showing 
the reasons for prohibition.650 He also accepted other Hiyal and stated that the Hiyal 
that were illegal were revoked and prohibited because they worked against the 
principles of sharia. However, assuming a Hila does not contravene an established 
legal principle or a principle of public good, it would not be seen to be void or 
prohibited.651 Also he stated that on the one side, it is difficult to give proof from sharia 
to invalidate every Hila which appears. 
On the other side, there is no proof to validate every Hila. So, any Hila that conflicts 
with the values of Islam should be invalidated in all Muslim schools and the debate 
should be only on cases that have supporting proofs on both sides.652 So, Alshatibi 
sees Hiyal as one of the issues that jurists can have disputes on; each jurist would be 
able to give his legal opinion on a Hila depending on whether it achieves an unlawful 
end or not. 
Al Muqry said that money in Islamic jurisprudence can be found in two places, one is 
related to worship finance which mean money is spend in this life to get reward in the 
hereafter, such as Zakat and Hajj; here God gives all the instructions and details 
needed so there is no need for a jurist to make Ijtihad (Self-exertion to give Fatwa).653 
The other part is commercial jurisprudence; here there are fewer details in the sharia 
primary sources, and more fundamental rules and guides. The reason is that people 
use different methods to do finance and perform contracts at different times and 
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different places so the door of Ijtihad is opened for the jurist, making Islam a total way 
of life which is applicable to all times and places.654 
4.4.4 Hanbali Madhab 
This Madhab is influenced by Ashab Al-Hadith as well, so their view about Hiyal is not 
far from the view of the Maliki School. The founder of this school, Ibn Hanbal, rejected 
Hiyal stating that they cannot be a solution.655 Most of the scholars in this school share 
the same view.656 Ibn Taymiyah and his disciple Ibn al-Qayyim, who played a 
significant role in the development of the Hanbali Madhab, argued against many Hiyal 
that were presented at the time. They criticised Hiyal as contrary to textual sources on 
the grounds of deception and deceit.657 For example, Ibn Qayyim believed that it was 
inconceivable that an act prohibited by one law could be permitted by another law 
under the same legal system.658 
However, Ibn Taymiyah and Ibn Qayyim agreed with the Hanafi and Shafi schools in 
the sense that lawful Hiyal, which gives a result that does not conflict with the purposes 
of the law, is not void which was given name as Makharij (Exits). Ibn Al-Qayyim 
advised jurists to discover such Hiyal, which they called Makharij, and recommended 
jurists to re-examine them to make sure that they did not give an unlawful result.659 An 
example of a hila that is accepted by some current Hanbali jurists, but was not 
accepted by Ibn Taymiyah, is Tawarruq which is basically when a person needs to 
obtain liquidity: for example a person buys a commodity by deferred payment then re-
sells it again to a third party, not to the first seller, for cash at a price lower than the 
original cost usually.660 Ibn Taymiyah stated that a contract would only be void if the 
illegal intention was stated or there is clear circumstantial evidence indicating the 
illegal intention when forming the contract that is intended to achieve an illegal result, 
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such as involving in Bay al Inah sale just to have the same result of a lone with 
interest.661 
However, investigating motives behind contracts is beyond the powers of the judge 
who may validate the contract; but this does not mean that it is permissible religiously, 
as God knows the real motive. Then Ibn Taymiyah stated the hadith of the prophet 
“The reward of deeds depends upon the intentions and every person will get the 
reward according to what he has intended.” 662  
So, from the above it can be seen that all Madhabs agree with Hiyal that give a result 
which does not conflict with the purposes of the law, as they are not leading to any 
manipulation with God’s law; such Hiyal have been called Makhraj fiqhia (a legal 
existence from a hardship) to be distinguished from the unlawful Hiyal. Whereas in the 
case of Hiyal that could result in an unlawful outcome, two of the Madhabs, the Hanafi 
and the Shafi, would validate contracts that contains such Hiyal if no intention or invalid 
terms are stated in the contract from a judicial perspective; while from the religious 
perspective almost all Madahibs are not agreed about them: the Hanafis and Shafis, 
at worst, view them as Makruh (dislike, immoral), while the Malikis and even more so 
the Hanbalis forbid them altogether.663 
Merah highlighted the difference between the Hila that leads to Riba and Makhraj 
Fiqhia. The first one is the use of legal means in a way to achieve a different result 
from what it was meant to be, but achieves an illegal end by leading to Riba. The latter 
can be defined as tricky solutions to difficult problems without frustrating the purpose 
of law. They are clever uses of law to achieve legitimate ends.664 He added that a 
number of sharia scholars interpret the Quran’s verse “whoever fears Allah - He will 
make for him a way out” [65:2] as saying that God would give a way out from 
prohibition to permissibility to any person who fears him. Merah believes that a Hila 
that leads to Riba is prohibited, while Makhraj Fiqhia is permissible and most of the 
debate among sharia scholars relates to cases that are not giving a clear result: 
whether the case should be counted as a prohibited Hila that leads to Riba or counted 
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as a Makhraj fiqhia.665 Merah assumed that whoever bans Hiyal would mean they were 
referring to the Hiyal that leads to Riba. On the other hand, whoever allows Hiyal would 
mean they were referring to Makhraj Fiqhia. 
4.5 Hiyal in Saudi Law 
The word Hiyal is mentioned in Saudi Law. It is found in its Commercial Court Law666 
and this law introduces a punishment to anyone who practises financial hila to 
circumvent the prohibited Riba. The article gave an example which is one of the forms 
of  Bay al Inah as stated “selling a commodity for a deferred price, then buying the 
same commodity by the merchant himself, agent, or another person for a mount less 
than its sale in cash or lending something to a person who sells it in a great increase 
in value, shall be considered usurer”667  The article states that the creditor who uses 
a Hila “shall only get his capital with no interest, and shall be liable to imprisonment 
from Three months to a year and shall be defamed”.668  
As discussed in Chapter Three,669 the commercial courts in Saudi Arabia were 
repealed in 1955 distributing their jurisdiction to the Board of Grievances and 
specialised tribunals such as the committees for Banking and Financial Disputes and 
Violations;670 whereas the Commercial Court Law which was issued in 1931 is still 
valid with some amendments or has sometimes being superseded by recent laws that 
address specific areas such as companies.671 The new judicial law of 2007 brought in 
new commercial courts and appellate bodies, including a Supreme Court.672 The 
reforms and transfer of the commercial courts away from the Board of Grievances just 
has been implemented October 2017.673 However, the committees for Banking and 
Financial Disputes and Violations are still exempt from referring cases back to the 
court.674 Many Articles of the 1931 Commercial Court Law including Article 149 
concerning hila is still recognised while some other Articles were changed or 
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amended.675 Article 149 of the Commercial Court Law discussed Hiyal that would lead 
to Riba but did not state the punishment when Riba is practiced directly, it can be said 
that Riba is included in this article in the first place as lawyer Khalid Othman argued.676 
However Article 5 of this law stated that  
“A merchant must practice the commercial activities honestly and in good faith 
according to Islamic principles, therefore, he must not be engaged in any form of 
fraud, deceit, deception, injustice, betrayal, violation, or any other behaviour 
breaching the principles of honesty and religion. In case of committing any of the 
stated actions, the merchant shall subject to the deterrent penalty set forth in this 
Law.”677  
So practising Riba can be included in this Article as it is against to Islamic principles 
which were discussed in chapter two.678 Then Article 147 stated that  
“A merchant who violates the provisions of Article (5) shall be punished by 
imprisonment for a period ranging between 10 days and 3 months or a fine in 
accordance with the nature of his crime and his cases.”679  
Thus, from the researcher point of view, practising Hila to achieve Riba or practise 
Riba is illegal under the Law Commercial Court in Saudi Arabia and this is one of the 
reasons of the existence of some Quasi-Judicial Committees such as Banking 
Disputes Committee which has been discussed earlier.680 To enable conventional 
financial institutions to work in Saudi Arabia without exposing to the risk of losing the 
interest that would be gained by practising contracts that contains Riba.  
 A case 681 was presented to the Board of Grievances in which the appellant claimed 
that the consequence of the contract was sale on credit. While the defendant said that 
the contract was a fictitious, sham contract. The evidence showed that there was an 
intention to practise Riba by Hila and also the contract contained Gharar. The decision 
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of the Board of Grievances was that the contract was void and its consequences were 
void.682 
4.6 Sharia Boards in Financial Institutions in Saudi Arabia 
Saudi Arabia is attached very closely to Islam, as it is the birth place of Islam, and from 
there Islam spread to cover the whole of the Arab peninsula and moved beyond to 
many places in different continents.683 As mentioned in the previous chapter the link 
between Saudi Arabia and Islam is very close as almost all the population of Saudi 
Arabia are Muslims684 and the government of Saudi Arabia itself declared Islam as the 
religion of the country.685 
But as most of the global banking and financial activities are built on conventional 
financial systems which include dealings with some activities that conflict with Islamic 
teachings such as Riba, and Gharar, Muslims have to find a way to avoid being 
involved in haram (a forbidden action) but still investing their money and doing finance 
in a permissible way. In the case of Saudi Arabia, as has been discussed earlier,686 
that Saudi Arabia at the beginning of its development especially with the huge income 
which was coming from the oil which resulted to the need of banks to keep pace with 
its developments and Islamic banks were not at that ready at that time.687 This caused 
the establishment of SAMA as a Central Bank in 1952,688 being responsible to regulate 
commercial banks and exchange dealers as stated on its Charter,689 SAMA was 
expected as it stated in its Charter to allow only financial activities that do not conflict 
with the teachings of Islamic law,690 and to not engage in trade or have an interest in 
any commercial, industrial, or agricultural enterprise.691 As the government was just 
engaging with banking activities and needed experts in this field to have a strong start, 
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the United States of America provided technical assistance.692 Mr. George A. Blowers 
(a U.S. citizen) was the first governor of SAMA.693 Also as there was no strong and 
successful role model for Islamic finance at that time this made SAMA work and 
supervise the financial activities on a conventional financial base and that included 
accepting financial institutions and banks to deal with Riba. This was justified at that 
time as a necessity, and in Islam necessity permits a prohibited matter.694 
However, after 1970 Islamic finance started to gain some popularity, and some 
countries and organisations started to regulate such finance.695 But Saudi Arabia 
preferred to stand by and continue adopting and practising the same regulations as 
before. Then, as discussed in Chapter Three,696 the Al-Rajhi Bank got a licence from 
SAMA697 after being refused before on condition that it did not use the word Islamic in 
its title.698 Then the development in the Islamic finance sector increased which reduced 
the need for SAMA to engage with Riba. 
 
4.7 Importance of Sharia Board 
The existence of sharia boards in financial institutions appear together with the 
establishment of Islamic banks as there is no Islamic financial institution without a 
sharia board or sharia committee.699 There is no standard definition for the sharia 
board; it can be seen as a group of scholars or a panel of sharia scholars who ensure 
that all the conduct of the financial institution complies with sharia.700 These groups of 
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respected scholars provide stakeholders with crucial confidence and assurance that a 
financial institution does not violate Islamic principles in its business.701 De Lorenzo 
describes the important role of a sharia board in Islamic financial institutions, as it 
should be involved in all steps of establishing a financial product. It should start 
assisting from the pre-certification stage while the product is under development and 
structuring.702 If the sharia board is satisfied with the product from the sharia side, it 
should certify the finished product or service by issuing a Fatwa before introducing the 
product to the market. Afterwards, the board should follow the progress of the product 
by finding and mitigating all possible risks, especially the sharia compliance risk. The 
board should work closely with management all the way through the process of 
product development and its lifecycle in order to have a successful management of 
sharia compliance risk.703 
From the researcher’s point of view, it is important to have sharia boards in Islamic 
financial institutions. However, it is more important to have an effective sharia board 
that contains qualified members who can give their time and effort to study and monitor 
each product in order to give the right Fatwa and make sure that what is provided to 
the clients is the same product approved. As going to be discussed soon that some 
sharia boards may become one of the reasons to make clients lose confidence of the 
effectively of such boards. 
So, a sharia board should have sufficient time and should be provided with enough 
knowledge of the reality of a product that is going to be approved, to avoid the risk of 
approving a product then revising and reversing the decision after it has been 
presented to the public, as this could deeply harm the reputation and the financial 
position of the institution. Such an incident did happen when the sharia scholar 
Abdullah Al-Mani withdrew his authorisation of a Sukuk that was issued by the Bahraini 
government after realising that there was an issue with the underlying assets of the 
Alijara (leasing) Sukuk when he found out that the possession of the underlying assets 
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was not entirely conveyed to the lessor in the manner stated in the leasing contracts 
according to Islamic commercial law.704 
 
4.8 Sharia Board Requirements 
It is important that the board has to have a real authority and independence in the 
financial institution to make sure that all products approved by the board are really 
compliant with sharia. This is crucial, as any negligence or manipulation of the 
credibility of sharia compliance could cause a severe risk to the financial institution or 
even to the whole Islamic financial services industry.705 Any ambiguity in the role of 
the sharia board can cause a problem; when there are no clear standards defining 
how a sharia board should perform its tasks, the work of sharia boards can be different 
from one financial institution to another.706 
A study was made to find out the reaction of depositors in Islamic banks in both 
Bahrain and Sudan if they had discovered that their Islamic banks were found not to 
be complying with Islamic law.  The result was that 86% of Bahraini depositors and 
nearly 95% of Sudanese depositors would be prepared to withdraw their money from 
their banks.707 This is why Islamic financial institutions have to be serious about this 
issue; also the government itself should make sure that customers of financial 
institutions will not be sold products as sharia-compliant when they are not to stop 
financial institutions of using “sharia compliant” as label for a marketing tool while they 
are not different than conventional finance that may offer better price. This can only 
be done by an authority that has the power over all financial institutions to implement 
regulations for this matter; this is usually a government authority such as a central 
bank or a Ministry of Finance or any other appropriate body in the country assigned to 
ensure sharia supervision according to defined standards.708 
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When a question was asked of interviewees as to whether Islamic financial institutions 
were taking advantage of not being supervised by SAMA or any government 
organisation with regards to sharia boards, most of those responding agreed that it 
was a disadvantage not to have specific regulations for Islamic finance; also, most of 
the interviewees agreed that SAMA or the Ministry of Finance has to bring in some 
laws and set standards for the sharia boards and its independence. Some of the 
interviewees gave more details. 
For example, participant C in the interview said it was possible that in the short term 
some institutions may take advantage of having no extra controls over them, especially 
with regard to sharia governance, as in the meantime as there is no control on financial 
institutions regarding to sharia compliant, every financial institution could call any 
financial contract sharia-compliant whether it was really sharia-compliant or not. In this 
regard, some financial institutions may benefit from this aspect by using the word 
Islamic or sharia-compliant as a marketing tool without having any onus to prove this 
fact. Meanwhile when looking to the medium and long term, there is no doubt that 
financial institutions are affected, as their need for central bank intervention is essential 
to regulate and apply suitable sharia governance framework. He added that the current 
situation could affect customer confidence and this could affect the financial sector 
and the whole market.709 
In this regard of the importance of customer confidence in the financial sector, Chris 
Gill stated that Customer confidence is paramount which could be damaged by miss-
selling of financial products.710 Trust plays a central role in the way in which financial 
services organisations present themselves to their customers.711 A study shows that 
the issue of trust in Islamic banking are compliant with sharia requirements, customer 
level of trust is be partly based on whether they believe that Islamic banks will fulfil its 
promises and guarantees  of being sharia compliant.712 
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Customer confidence and the credibility of what is provided to customers is an area 
which faces very real risks of manipulation.713 Those affected by this issue are the 
financial institutions including banks, the financial market, the customers and the Saudi 
economy as a whole which is affected by the lack of legislation, regulations and special 
instructions to govern the work of the Islamic financial institutions.714  
Participant A in the interview clarifies this in his answer: Islamic finance, especially 
Islamic banks, are regulated by SAMA by regulations that made for conventional 
banks, some of those rules actually harm the Islamic financial industry instead of being 
useful to it. In other words, SAMA applies the same rules that were made for 
conventional banks to Islamic financial institutions, even though in many cases the 
spirit and the uniqueness of Islamic finance would be spoiled. While there are no rules 
and standards in this area, which needs to be tackled in Islamic finance institutions.715 
He goes further that, in a way, with the current situation that Islamic finance is under 
regulations that made for conventional bank, less control from SAMA on Islamic 
finance could be an advantage for Islamic finance. This can be seen in the following 
scenario: if SAMA intervened and set regulations without consulting experts in this 
field, it may prevent sharia scholars and developers in Islamic finance from expanding 
their products to be closer to sharia. Sharia scholars might be affected by being put in 
a corner which could limit their creativity. 
So, each time they come up with a new and alternative idea which can be more 
appropriate to sharia, they will be stopped as this may interfere with some of those 
regulations, and that will leave the sharia scholars with no choice and make them 
believe that all alternative ways to provide a financial product that is truly sharia-
compliant are blocked. So, they may validate financial contracts that have great 
suspicion of not being sharia-compliant and very close to the conventional banks just 
because of the needs of people, as customers need to borrow and finance their 
money; this is indicated in the jurisprudential rule, that the general need can be 
counted as a necessity.716 
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 Participant A, gave an example to show that regulations may limit the creativity in 
Islamic financial product such as charging fees on bank guarantees, as all sharia 
scholars, he said, agree that it is prohibited to do so; however people need to have a 
bank guarantees as it is required by the government in its tenders.717 The bank 
guarantee contains a risk to the banks and the guarantee would transfer to the loan 
and the charging fee at the beginning is something extra to the loan, so it is Riba. He 
said there are alternative ways to make the bank guarantee letter sharia compliant: for 
instance, the bank can have a share in the project by a percentage, and then the bank 
can issue a letter of guarantee and take a profit on its share. 
However Islamic financial institutions are prevented from doing this by SAMA as well 
as by conventional banks. So, some of the sharia boards have authorized the letter of 
guarantee if it does not lead to a loan, while other sharia boards have approved the 
letter of guarantee as it comes under the rule of necessity. Such regulations from 
SAMA made sharia boards approve things that should not have been approved where 
there is an alternative way of doing it.718    
Participant E in the interview also adds in his answer that as the financial institutions 
can choose the members of the sharia board and there are no standards or rules to 
be taken into account when electing the sharia members or even the number of 
members on a sharia board, it made it possible to find two financial institutions in the 
same street where one offers a financial contract as sharia-compliant while the other 
sees it as non-sharia compliant. This could reduce customer confidence in all Islamic 
financial products. Also, because there is no sharia governance, financial institutions 
may have an approved financial contract as sharia-compliant while what is provided 
to customers are different products that may contain sharia issues. Where as in some 
countries the financial institution has to provide an observer to review every financial 
contract made, to make sure that it is the same as the sharia board’s approved version, 
this is called sharia audit. He added that in Saudi Arabia some sharia boards in 
financial institutions only meet once a month or less and there are no sharia observers. 
It is dependent on the financial institution, which leaves clients doubtful of the 
credibility of the products from the sharia point of view.719  
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Also, participant B said with regard to this point that in the current situation, any 
financial institution can claim that all or some of its financial contracts are sharia-
compliant and sharia approved, once one person, with no qualification needed, is 
appointed as a consultant or a member of a sharia board. However, no one has the 
right to question or intervene to verify his credibility and how and who has approved 
the products. This causes a problem and affects customer confidence in all the 
financial institutions that offer sharia-compliant products.720 
On the other hand, SAMA deals with the same question, as it cares about the quality 
of the product and its conformity to the banking regulations such as stability, risk and 
liquidity, regardless of whether it is sharia-compliant or not, as this issue is a matter 
for the financial institution and their sharia bodies.721 
From the above, it can be seen that there is a gap between SAMA and the Islamic 
finance institutions regarding the use of sharia compliance as a label for a marketing 
tool. The problem is that there is no other governmental entity authorized to deal with 
this issue, as SAMA is in charge of everything related to financial institutions and if 
SAMA does not offer a solution, no one else can do so. 
Again, the researcher can see the gap between the authority in SAMA, and the 
specialists in finance in general, and Islamic finance in particular, when SAMA 
answered another question that was asked about the reason why SAMA has no 
special regulations or standards for financial institutions that offer Islamic financial 
products, or why it should not at least adopt some of the standards and regulations 
that have already been made by international organisations that specialise in Islamic 
finance. 
SAMA answered that its job is to provide a competitive environment according to free 
market mechanisms, so there is no discrimination in dealing with conventional banks, 
and financial institutions that comply with sharia.722 Since SAMA has left the door open 
for the development of the financial contracts to the institutions, the responsibility of 
finding a financial contract that is sharia-compliant is on the financial institution.723 
From this answer it can be seen that SAMA thinks that applying some standards to 
                                                          
720 Interview with participant B on 9 March 2015. 
721 Interview with participant D on 2 September 2015. 
722 Ibid. 
723 Ibid.  
139 
 
ensure that financial institutions will not use Islam as a label to sell their products to 
customers, who might be willing to pay extra money for the sake of avoiding engaging 
in haram (prohibited action), is not important. However, leaving the door open for the 
financial institutions to call any financial contract sharia-compliant without control may 
allow some financial institutions to manipulate the Fatwa or at least its application that 
practise at the financial institution. It should not be forgotten that the majority of the 
population in Saudi Arabia are Muslims, as has been said before, and they believe 
that Riba is prohibited. Also, the government itself and SAMA as well prohibit Riba and 
any act that conflict with sharia. 
Participant C said that SAMA is convinced that it should not interfere in this matter, 
and I support that; it should not interfere in this issue unless it has a qualified cadre of 
people who know enough about Islamic finance and are able to keep up to date the in 
this market, as this is not an easy job and it is a new job that SAMA need to do. But 
this does not mean that SAMA should stay as it is now; it can achieve some of its 
duties by cooperating with an external consultant to supervise sharia boards and other 
related issues until SAMA becomes ready to take over.724 
In relation to this issue, participant B mentioned an event that happened in one of the 
meetings at the Islamic Banking Committee meeting, already mentioned in Chapter 
Three.725 One of the full-fledged Islamic banks presented a paper about a new 
financial product that was being studied before being introduced to its customers, but 
there were some sharia compliance issues and the sharia board and the development 
management sector in the bank could not find a way to make it Islamic compliant; this 
prevented the bank from introducing it yet. 
So, the bank mentioned the financial product, through his member at the Islamic 
Banking Committee meeting, to get some advice from other banks on how to 
overcome this challenge.726 Participant B said that after a few months, one of the 
conventional banks introduced exactly the same product with the same issue to its 
customers and was marketing it as a sharia-compliant product! The problem is that 
everyone at the meeting agreed that there were problems in the financial contract with 
regard to sharia but no one had the ability to stop that bank from marketing this product 
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as a sharia-compliant one.727 The researcher sees that such an incident shows that 
some financial institutions can destroy customer trust by marketing some products as 
sharia-compliant when they are not, just to get access to more customers which would 
have bad consequences for the whole Islamic finance market.   
The lack of regulations governing sharia boards in financial institutions has caused a 
lack of credibility in Islamic financial products.728 For example Al-Osaimi said that he 
used to support the idea that SAMA allows conventional financial institutions to offer 
Islamic financial products even through some of its branches being modified to offer 
only sharia-compliant products. He said that he used to support the decision of 
allowing conventional institutions to offer Islamic financial products. However, after 
observing the results for more than 10 years, and the absence of regulations from 
SAMA for Islamic financial institutions, he was able to tell that the corruption came 
from the ability of the conventional institution to provide products that contained Riba, 
at the same time they called it in somehow sharia compliant. 
As the Islamic financial products in conventional banks have not been used in a proper 
way giving Islamic finance a bad image and causing confusion to the customer,729  he 
said that he supported the view that SAMA should only approve Islamic banks, or at 
least segregate Islamic banks from conventional banks, so the latter could not provide 
Islamic finance products, and this has been done recently by some neighbouring 
countries such as Qatar and Kuwait.730   
 
4.9 Challenges Facing Sharia Boards 
From what have been discussed earlier, sharia boards have to have authority and 
independence in order to provide better financial contracts that can be called sharia-
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compliant.  Al-Hussein,731 explained how sharia boards in financial institutions can be 
pushed to provide doubtful sharia-compliant contracts.732 Al-Hussein said that banks 
in general are only looking for profit and this is unfortunately what happens even to 
Islamic financial institutions. 
The Islamic financial institutions derive their strength, which is the foundation of their 
survival, from sharia boards in their institutions. So, the sharia boards in the financial 
institutions have the power to correct their path to be real Islamic institutions if they 
have real independence. However, financial institutions are pushing sharia boards so 
hard to give Fatwas on financial contracts that are no different than the financial 
contracts in conventional financial institutions, which are mainly based on Riba, 
instead of putting the effort to provide real Islamic finance.733  
Al-Hussein said that at the beginning when the government of Saudi Arabia allowed 
Islamic financial institutions especially Islamic banks to work, huge waves of liquidity 
were deposited by customers who were running away from Riba that were provided 
by conventional financial institutions. Islamic financial institutions were not prepared 
with suitable products to use with the huge influx of liquidity at that time, so the 
institutions resorted to their sharia boards to seek a way out of the impasse. So, sharia 
boards had to offer practical solutions, such as models based on the guarantee of 
capital and return. This was made on the basis of temporary solutions, as it was looked 
at as a necessity.734  
Islamic banks have admired those products as they are not far from the ones practised 
in conventional banks and they were welcomed by SAMA, so Islamic financial 
institutions made such products the backbone of their work. Then Islamic banks began 
to develop similar products until they came to have a distinctive character.735 This 
situation became an effective factor in the reluctance of Islamic banks to completely 
experience and develop real Islamic transactions that take the banks far away from 
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the model of guaranteeing capital and return, to make an alternative finance to avoid 
the devastating result of being dependent on usury.736  Some banks take further steps 
to try to convince sharia boards to approve financial contracts that are close to the 
interest-bearing system and eliminate as much as possible the practical and sharia 
constraints that restrict them from the use of the interest system. Financial institutions 
will spare no effort to keep pushing their sharia boards to approve financial contracts 
that are similar to their conventional peers if there is no law or central sharia board 
that can direct the Islamic finance in the right way.737  
This supports the argument of the researcher that Islamic finance, especially sharia 
boards, should have special laws and standards that control the number of members 
in sharia boards and the standard and qualifications which should be followed when 
electing them, then regulators have to insure the independency of the board and make 
more governance standards needed. Also, a Central Sharia Board, which will be 
further discussed soon,738  would be very helpful to reduce the irregularity in Fatwas 
among Islamic financial products in financial institutions, and also to provide more 
corporate governance in the Islamic financial institutions 
4.10 Corporate Governance 
Corporate governance has become an important concept in the past few decades due 
to the economic crises and financial declines which have been witnessed by many 
countries in their money markets and corporations.739 The global financial crisis has 
heightened interest in the relationship between the governance and performance of 
banks.740 Corporate governance can be defined as the structures and processes by 
which companies are directed and controlled.741 
Also it can be seen as a process of monitoring performance by applying appropriate 
counter-measures to deal with transparency, integrity and accountability.742 Grassa 
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considers the corporate governance of Islamic financial institutions as a mechanism 
that provide all stakeholders with the credibility through greater transparency and 
accountability toward Islamic principles743 For businesses that  offer sharia-compliant 
products, the corporate governance would look first at the structure of a transaction to 
find out whether the transaction contains elements that invalidate gains or profits, as 
sharia is not only concerned with the substance but also with the form of the 
transaction.744 Hussein Elasrage explained the important of corporate governance 
especially after the last financial crisis. He argued that all of the complex factors that 
are involved in balancing the power between the CEO (chief executive officer), the 
board of directors and shareholders became part of the corporate governance 
framework.745 He believes that Islamic financial institutions need corporate 
governance more than conventional banks as the former rely on depositors rather than 
inter-bank borrowing for their funding. Thus, need to have more credibility with their 
clients in order to gain their trust.746 
In addition, sharia board in Islamic financial institutions is sharing the responsibility 
with the regular boards of directors and routine executive and other operational 
committees. Sharia boards in Islamic banks changes their governance to add 
additional layer which can be call ‘‘multi-layer’’ governance. Instead of the ‘‘single-
layer’’ governance structure, which normally comprises of the board of directors and 
executive/ board subcommittees, in conventional banks.747 
As has been mentioned in the earlier chapters 748 Islamic finance offers a different 
paradigm from conventional banking; it embodies a number of interesting features 
since equity participation, risk and profit-and-loss sharing arrangements form the basis 
of Islamic financing. These differences would imply different stakeholder relationships 
as stakeholder interests in Islamic financial institutions differ from those in the more 
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conventional ones.749 So, Islamic financial institutions are subject to an additional layer 
of governance as investment and financing suitability in Islamic financial institutions 
depend on the conformity with Islamic law and the expectations of the Muslim 
community.750  
The IFSB define sharia governance system as a “set of institutional and organisational 
arrangements through which an Islamic financial institution ensures that there is 
effective independent oversight of sharia compliance over each of the following 
structures and processes”:751 issuance of relevant sharia pronouncements, then 
dissemination of information on such sharia pronouncement. An internal sharia 
compliance review/audit for verifying that sharia compliance has been satisfied, which 
any incident of non-compliance will be recorded and reported, and as far as possible, 
addressed and rectified. Finally, an annual sharia compliance review/audit for verifying 
that the internal sharia compliance review/audit has been appropriately carried out and 
its findings have been duly noted by the Sharia board.752 
Different countries and international organisations have set standards for corporate 
governance for Islamic businesses. For example, AAOIFI has set seven standards for 
Islamic Financial Institutions,753 Such as Sharia Supervisory Board: appointment, 
composition and report. Audit and governance committee for Islamic financial 
institutions, and corporate social responsibility conduct and disclosure for Islamic 
financial institutions.754 The IFSB issued four standards as well,755 such as 
Competence, independence and Confidentiality.756 
Countries deal with sharia governance in different ways; some countries adopt a 
centralised model, where the Central Bank itself has its own sharia supervisory board 
which is the top of the sharia boards in the financial institutions. For instance, Malaysia 
and Pakistan are good examples of this type. 
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On the other hand, a decentralized model is where the financial institution is in charge 
of the whole sharia governance. This type used to be the model in the GCC 
countries;757  however, the researcher would draw the attention that with new 
development the majority of the GCC countries are moving to the centralised model 
to have better sharia governance. A number of countries would be introduced to show 
the way used to achieve the best result to reach better sharia governance. 
 
4.11 Recent Developments in the UK and the GCC Countries towards Sharia 
Governance 
This section will introduce examples of some countries that have interest in Islamic 
finance showing the way used to achieve the best result to reach better sharia 
governance. Some of those examples could be the remady to the current situation in 
Saudi Arabia. First country would be introduced is considered the hub of Islamic 
finance in Europe while the other countries are the neighbouring countries to Saudi 
Arabia which share many common principles such as religion and level of economy. 
Those examples would be used for ideas for reform to the current practise in Saudi 
Arabia. 
4.11.1 The United Kingdom 
As mentioned earlier, Islamic finance has recently undergone tremendous growth 
worldwide, including the UK, gaining an important recognition from international 
financial centres.758 This success can be viewed as the gateway for Islamic finance to 
enter the whole of Europe.759 Thus the UK is chosen to show the way sharia 
governance is applied. Islamic finance has been accepted in the UK for several 
reasons including the need for the large domestic Muslim minority in the UK to have 
access to financial services and marketplaces that are compliant with their religious 
beliefs, as there was a noticeable absence of Muslim citizens in financial institutions. 
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Studies show that two out of ten of the minority groups in the UK do not engage in any 
financial institutions. Most of these citizens are of Pakistani or Bangladeshi origin.760  
In addition, London has always accommodated and responded flexibly to any new 
ideas of finance since the seventeenth century.761 A number of international 
institutions, like Deutsche Bank, ABC International Bank and Citi Bank already have 
branches in Muslim countries, which is also helping them to gain an insight into the 
functioning of the Islamic market.762 
In addition to that, some of these institutions have accepted some of the Islamic 
finance contracts and opened Islamic windows.763 This could contribute to develop 
Islamic products because the UK is a major global provider of the specialist legal 
expertise which can be used to improve the Islamic products.764 Six fully sharia-
compliant banks have been licensed in the UK,765 with total assets of $3.6 billion at 
the end of 2014 while about twenty banks offer Islamic finance services, thereby 
making the UK the leader in Islamic banking in the West.766 A number of rich Muslim 
countries including the Gulf Cooperation Council (GCC) countries have enormous 
liquidity surpluses needing to be financed, and that has encouraged conventional 
institutions including the UK institutions to adopt contracts which comply with sharia to 
attract this large share of capital. An example of this is the acquisition of Aston Martin 
by two Kuwaiti financial institutions via sharia-compliant financing.767  
In the 1990s, retail Islamic products started to appear in the UK on a very small scale, 
with simple products like home finance being offered by a small number of banks from 
South-East Asia and the Middle East, although these could not be compared with the 
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products available from conventional banks at that time. During that period, the 
majority of the products offered by Islamic finance did not fit the regulatory frameworks, 
which resulted in less protection being offered to their consumers.768 In 1995, the 
Governor of the Bank of England, Lord Edward George, recognized the importance of 
Islamic banking and “the need to put Islamic banking in the context of London’s 
tradition of competitive innovation.”769 This limited range of Islamic products remained 
unchanged for approximately five more years, and then in 2000s a noticeable 
improvement could be observed in the availability of both wholesale and retail 
products. This was because the UK government has taken major steps to help grow 
different kinds of finance, including Islamic finance, such as through the removal of 
important barriers to trade. This began with certain tax and legislative changes being 
implemented to help Islamic finance in the first decade of the 21st century. For 
example, the Finance Act 2003 offered a way to avoid multiple payments of Stamp 
Duty and Land Tax on Islamic mortgages, which was almost destroying the business 
at that time. The Finance Acts 2005 and 2006 then equalised the tax owed by certain 
Islamic products compared to their conventional counterparts. The Finance Act 2007 
provided a tax framework for Sukuk, a key product of Islamic finance.770 
This resulted to various kinds of products became available, with a higher level of 
quality, attracting new customers to join the market and making London an important 
global centre for Islamic finance.771 
It should be noted that because of the absence of a predetermined return called 
interest in Islamic banking, it were treated as “alternative financial investments” and 
was regulated under the Financial Services Authority (FSA)772 which was replaced in 
2013 by the Financial Conduct Authority (FCA).773 Some Islamic banks are already 
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established in the UK, such as the Islamic Bank of Britain which was authorised in 
2004, as well as the Bank of London and the Middle East authorised in 2007.774 
In addition, Her Majesty’s Treasury (HM Treasury) the Islamic Expert Group and HM 
Revenue and Customs (HMRC) were able to advise the government on how to best 
support the development of Islamic finance in the UK.775 The FSA was the body in 
charge of the regulation and authorisation of all financial services in the UK; this 
includes authorising Islamic financial institutions. The FSA applied conventional 
regulatory criteria and product definitions; while, Islamic banks are different from their 
conventional counterparts as they are supervised by sharia supervisory boards which 
have been developed over centuries of Islamic jurisprudence.776 This raised some 
certain legal concerns, such as Mudaraba agreement. In Islamic bank, clients can 
deposit their money to the bank in different ways, it can be only for saving, current 
accounts, or can be as Mudaraba agreement777 which entails sharing the losses and 
profits. In this agreement the client has to accept the loss in order to gain the possible 
return.778 Under UK law, an Islamic bank is legally obliged to repay the amount 
deposited in full, which is against the sharia law as the parties are regarded as sharing 
the risk.779 Thus Islamic Bank of Britain, which provide that if the pooled funds referable 
to the deposit return a loss, the bank will offer to make good the amount of any shortfall 
in the depositor’s capital.780 
The current FCA is not much different from the FSA with regard to Islamic finance.781 
Therefore, all contracts and products in Islamic banks are created by merging a series 
of classical Islamic contracts together so as to comply with the conventional regulatory 
system and to be highly competitive in global financial markets.782 However, it is 
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difficult to apply conventional regulatory criteria to Islamic banks because the latter 
cannot accept or take ghara and interest in their transactions. For example, derivatives 
are not accepted as they contain both of the forbidden acts in Islam while attempting 
to make value from real tangible assets. For that reason, Islamic finance is treated by 
the UK government as “alternative financial investments”.783 The FSA stated that all 
authorised financial institutions or those seeking to operate in the UK are subject to 
the same standards and no financial system can earn special treatment to the 
detriment of others. Thus, “the government espouses a religiously ‘neutral’ position 
predicated on the establishment of a ‘level playing field’ for Islamic finance that is not 
distorted by tax and regulatory laws originally conceived for the conventional, interest-
based system.”784  
Therefore, since 2003 “alternative financial instruments” have been used to refer to 
general Islamic financial products in all legislative amendments to Acts of Parliament 
containing both finance and regulatory provisions. Also, “alternative investment bonds” 
refer to Islamic bonds known as Sukuk.785 
Furthermore, the FSA and FCA have not set special regulations to ensure that the 
Islamic finance contracts which would be regulated under the alternative financing 
instruments are really sharia compliant. This relates to interpretations of sharia law, 
which can be done by the Sharia Supervisory Board who can examine products and 
transactions. Indeed, as the FCA is a secular, not a religious regulator, it cannot judge 
between different interpretations of sharia. Thus, the role of the FCA is merely to 
ensure that these kinds of products can be regulated under its regulations. Whereas, 
Alkhamees stated that the Muslim Council of Britain (MCB) complained about some 
Islamic financial institutions which provide products that claimed to be sharia-
compliant without reassuring its clients that such products are really sharia-
compliant.786 In the UK regulators are not concerned at all about sharia compliance 
and matter is completely delegated to the Islamic finance institution to select the 
                                                          
783 Jonathan Ercanbrack, 'The Regulation of Islamic Finance in the United Kingdom' (2011) 13 
Ecclesiastical Law Journal. 
784 Ibid. 
785 Ibid. 
786 Ahmad Alkhamees, A Critique of Creative Sharia Compliance in the Islamic Finance Industry (Brill 
Nijhoff 2017). 
150 
 
framework suitable for them.787 Also the corporate governance standards which are 
set for conventional industry is also followed by Islamic banks which means again that 
the sharia board is under complete control of the financial institution.788 
The MCB suggested that Islamic finance transparency standards should be made by 
regulators to Islamic financial institutions to give more assurance to that customers 
are provided genuine sharia-compliant. Alkhamees suggests that the FCA should 
enforce sharia governance on Islamic financial institutions to ensure the products are 
sharia compliant.789    
 As a result, nowadays Islamic finance does not exist only in Muslim countries, but has 
spread all over the world, so that many countries are now trying to understand and 
regulate such finance and use these financing tools to help their economy grow. 
4.11.2 Oman 
Oman recently engaged with Islamic finance through its Central Bank after a Royal 
Decree amended the Banking Law of 2000.790 It is considered the latest Arab county 
to inter the field of Islamic banks.791 The Central Bank made a special Regulatory 
framework for Islamic banking. This framework was divided into ten titles. This 
framework applies the standards of international financial institution AAOIFI (the 
Accounting and Auditing Organization for Islamic Financial Institutions) in many 
respects such as on the accounting and auditing standers and the way financial 
reporting is prepared.792 In addition for the matters where there are no relevant 
standards in existence, the International Financial Reporting Standards (IFRS) are 
applied.793 
In Oman no Islamic products or services shall be offered through conventional 
branches.794 An Islamic window shall only operate through separate Islamic banking 
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branches and they shall be dedicated to offering Islamic products and services only. 
Foreign licensees shall also comply with this.795 In addition, the Central Bank 
announced the formation of the High Sharia Supervisory Authority and its structure,796 
and the first meeting was in 2015.797 
With regards to corporate governance for Islamic banks and Islamic “windows” in 
Oman, they must follow the Corporate Governance rules given in the Islamic Banking 
Regulatory framework; also, they should follow the Code of Corporate Governance by 
the Omani Capital Market Authority.798 So, an Omani Islamic bank has extra especial 
Corporate Governance to ensure there is transparency and protection of the rights of 
all parties engaged with such finance.  
The Islamic banking framework states that the minimum number of members in a 
sharia supervisory board is to be three.799 These members have to be specialised in 
Islamic commercial jurisprudence. However, one or more non-voting members may 
be included if they have expertise in related areas to Islamic banking such as finance, 
economy accounting, law, etc. with the condition that they have a basic knowledge of 
Islamic commercial jurisprudence.800  
Also the Regulatory framework states that the sharia supervisory board has to be 
independent, objective, competent and appropriately empowered to carry out its 
responsibilities.801 It also states that essential measures shall be taken to guarantee 
that the sharia supervisory board not only works independently, but is also seen to be 
independent by the stakeholders including the general public.802 The researcher 
believes this is an important matter that Saudi Arabia needs to do, to make sure the 
independence of the sharia supervisory board is achieved and can be recognised as 
such by the public as going to be discussed soon.803 
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Banking sector analysts say that, even with the recent establishment of Islamic banks 
in Oman and the problems that usually faces new finance when first starting, the 
market share of Islamic banking has jumped from 5.1 per cent of the banking system’s 
overall assets in 2015 to 10.8 per cent by February 2017.804 
 
4.11.3 Kuwait 
In December 2016 the Kuwait Central Bank issued instructions on sharia supervisory 
governance for Kuwait Islamic Banks. The new instructions replace the Rules and 
Conditions for the Appointment and Responsibilities of the Sharia Supervisory Board 
in Islamic Banks issued on June 2003 and they complement the instructions relating 
to the Rules & Standards of Corporate Governance in Kuwaiti Banks issued in 2012.805 
The new instructions are guided by the IFSB and the AAOIFI and some instructions 
issued by other Central Banks relating to Islamic finance.806  
The Sharia Board has to submit its report to the General Assembly to ensure the 
implementation of the decisions issued by them and the activities of the executive 
management.807 The minimum number for a sharia board is three members; those 
members are nominated by the General Assembly after a recommendation from the 
Board of Directors.808 A member of the sharia board has to have at least a degree in 
sharia with a specialty in Islamic commercial jurisprudence, or he or she is to be a 
well-known sharia scholar in Islamic commercial jurisprudence.809 In addition, there 
are eleven clauses related to the nomination and the terms of references of the sharia 
board. One of them is that a sharia scholar can only be a member of three sharia 
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boards in Kuwait. Also, no one from the board of directors, executive management or 
a shareholder with effective influence can be a member of the sharia board. 
The minimum number of meetings of the sharia board is four a year. Decisions of the 
sharia board are binding and must be adhered to by the bank. A member of the sharia 
board cannot be dismissed until the decision has consulted with the sharia board and 
has been provided with the reasons for dismissal, and then has asked the General 
Assembly to have the final word.810 Also, for more independence of the sharia board, 
six further instructions have been stated such as: there must be no close family 
member or partner relationship with any of the board of directors or executive 
management; a member of the sharia board cannot be a permanent employee in the 
bank; and the member shall not accept any reward from the bank or affiliated company 
except the official reward for his job.811  
An internal sharia audit department should be working under the supervision of the 
sharia board, the former should periodically submit a report and observations to the 
sharia board including all activities in the financial institutions, as the sharia board is 
required to disclose sufficient information about the bank’s compliance with the 
provision of sharia in the annual report of the bank.812 (See Figure 3) In addition, an 
external sharia audit office is required to be assigned by the general assembly.813  
                                                          
810 Ibid 3.1.3.3. 
811  Ibid 3.2.3. 
812 Ibid 3.1.3.2. 
813 Ibid 4.1. 
154 
 
 
Figure 3: Kuwait Organizational Chart for Sharia Supervisory in Islamic Banks 814 
4.11.4 United Arab Emirates 
A recent development in the UAE towards a better Islamic finance environment and 
better corporate governance took place on 31st of May 2017 when the Cabinet 
approved the formation of the Higher Sharia Board for Banking and Finance. The 
Higher Sharia Board is to strengthen the consistency of the Islamic financial industry 
across the UAE.815 The Board will have the authority for setting rules, standards and 
general principles for banking and financial activities that comply with Islamic laws, 
alongside setting a general framework for Islamic governance and Fatwa issuance on 
matters highlighted by the Central Bank or other financial institutions in the country.816 
The Higher Sharia Board is already stated in the Federal Law No- 6 of 1985 that the 
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Higher Sharia Authority shall be formed by cabinet decision.817 Even though this 
Higher Sharia Authority has been part of the law for more than 30 years it has only just 
been approved, after the increase in the number of financial institutions that offer 
Islamic finance and the challenges that this sector is facing, such as less governance 
control, and the conflict concerning fatwas among the different financial institutions 
causing confusion for customers. 
 
4.11.5 Qatar 
In 2011 the Central Bank of Qatar placed a ban on conventional banks offering Islamic 
financial products, even though their Islamic branches, so Islamic finance was only 
offered by Islamic financial institutions.818 
The Central Bank provided some reasons for this action: applying oversight 
instruments and prudent ratios and indexes for risk management is complicated when 
you have such different banking systems; also, there was the complexity of applying 
unified capital adequacy standards; and the prejudice emerging from the nature of 
competition between the banks and their transparency levels and the different level of 
governance needed to be applied for each one.819 
This was followed by an updating of the law of the Central Bank in 2012; the new Qatar 
Central Bank Law and the Regulation of Financial Institutions replaced the previous 
QCB Law No 33 of 2006. The new law provides a chapter for Islamic financial 
institutions, as the previous law did not differentiate between Islamic and conventional 
financial institutions.820 The new law states that a sharia board has to be created in 
every Islamic financial institution. The minimum number of members in a sharia board 
is three and they have to be nominated by the General Assembly of the financial 
institution. Each member of the sharia board is prohibited from performing any function 
in the Islamic financial institution or rendering services or being a contributor to it, nor 
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may he or his relatives to the fourth degree have any personal interest in the Islamic 
financial institution.821  
 
4.11.6 Bahrain 
Recently, towards the end of 2016, the government of Bahrain set up a Centralised 
Sharia Supervisory Board. The Central Bank of Bahrain carried out extensive 
consultation with the industry and the Centralised Sharia Supervisory Board released 
a new Sharia Governance Module which will be effective from 30th June 2018.822 The 
new Sharia Governance Module states that independent external sharia compliance 
audit will become mandatory for financial institutions that offer sharia-compliant 
products.823 
Also the new Sharia Governance Module declares that the sharia governance 
structure of Islamic banks must consist of four important elements: a sharia board, a 
sharia coordination and implementation function, an internal sharia audit function and 
an external independent sharia-compliant audit.824 The new sharia governance shows 
the relationship between a sharia board in a financial institution and the Centralised 
Sharia Supervisory Board as: 1- In all cases, Bahraini Islamic bank licensees must 
comply with the sharia pronouncements and opinions issued by the Centralised Sharia 
Supervisory Board. 2- In case of a conflict between the opinion or interpretation of the 
Centralised Sharia Supervisory Board and the sharia board of the Bahraini Islamic 
bank licensee with respect to any sharia matter, the opinion of the Centralised Sharia 
Supervisory Board shall prevail.825 
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4.11.7 Saudi Arabia 
The recent Principles of Corporate Governance for Banks Operating in Saudi Arabia 
was issued by SAMA on March 2014.826 It has not mentioned anything in its principles 
that relates to sharia compliance or a sharia board, and how to guarantee the 
compliant of the product in the Islamic banks to sharia. The Saudi Corporate 
Governance for Banks gives guide for the boards of directors including their 
qualifications, composition and appointment, and their responsibilities also for setting 
up Board of Directors' Committees827 but it has not mentioned anything about the 
sharia board, for example its independence or at least some principles or guidance to 
distinguish between Islamic financial products and others if it claimed to be sharia 
compliant. 
Even the Audit Committee that is mentioned in this guide gives in detail the instructions 
for monitoring and reviewing the effectiveness of the internal audit activities, making 
recommendations to the board of directors on the appointment, reappointment and 
changing of the external auditors and ensuring their independence, studying 
accounting policies and reviewing the external auditors’ plan related to financial 
statements, safeguarding the bank's assets, reviewing related parties' transactions 
and ensuring that such transactions are recorded and disclosed appropriately.828 But 
it does not highlight the need to review the transaction from the sharia-compliant side. 
This is very important as it is one of the major characteristics of Islamic financial 
institutions. The claim that products of a financial institution are sharia-compliant is an 
important reason for their huge success and popularity, especially in Saudi, as Islam 
is the religion of the country. 
Thus, failing to regulate and apply an extra layer of corporate governance for Islamic 
financial institutions, would open the door for some of the financial institutions to 
manipulate this issue which would rock the shareholders’ and customers’ confidence 
in all the Islamic financial institutions. This may lead to what is called an Islamic bank 
run as depositors in Islamic banks might withdraw their money not mainly out of fear 
of losing their money, but out of concern of being tricked by being offered non- sharia-
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827 Principle 1,2 and 3 of the Principles of Corporate Governance for Banks Operating in Saudi Arabia 
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compliant products. Sharia compliance is one of the key motivations for dealing with 
an Islamic bank in the first place.829  
In this regard basic rules such as the minimum number of members on sharia boards 
are not discussed in the Principles of Corporate Governance for Banks Operating in 
Saudi Arabia or anywhere else. As Grassa said, the number of members in a sharia 
board in Malaysia has to be at least five sharia scholars. However, the Bahraini law 
and other GCC countries require at least three sharia scholars; nevertheless, there 
are no specific requirements in Saudi Arabia.830 Also the qualification needed before 
electing a member of sharia board is not mentioned, whereas it is required for other 
board such as the members of the board of directors as mentioned earlier.831   
 
It can be seen that there is a recent fast movement to achieve better Islamic finance 
markets in many countries in the GCC who share a more or less similar environment 
with regards to religion, society, the economy and the type of customer requirements 
and needs. Almost all the GCC countries adopted an additional layer of governance 
to the one provided for conventional finance which is the special governance for 
Islamic financial institutions; also, the Central Sharia Supervisory Boards are issued 
or are in the process of being issued in some of the GCC countries. 
However, even though Saudi Arabia is also moving fast and updating its regulations 
for its finance in general, not much progress can be seen towards Islamic finance. The 
ignorance from SAMA towards Islamic banks still existed. As discussed earlier in 
Chapter Three832 that at the beginning of the establishment of the banking activates in 
Saudi Arabia and the establishment of SAMA, Islamic law was not followed by SAMA 
even though it should be followed as its Charter stated.833 That might be justified at 
that time as there was no strong example of Islamic banks. Thus, SAMA regulates 
banks based on conventional banks. But this situation has changed and Islamic banks 
                                                          
829 Ahmad Alkhamees, A Critique of Creative Sharia Compliance in the Islamic Finance Industry (Brill 
Nijhoff 2017). 
830 Rihab Grassa and Hamadi Matoussi, 'Corporate Governance of Islamic Banks: a Comparative 
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do exist and regulate in many countries. Also, they show strength to face financial 
challenges such as the 2007 financial crisis.834 So, they reach a stand to be looked 
differently from the conventional banks to have their suitable Regulatory Framework. 
In this regards, Regulators in Saudi have not yet tackled the issue of sharia 
governance, it is kept for the financial institutions themselves to make their own sharia 
governance as has been discussed before when the central bank, SAMA, responded 
to one of the researcher’s questions by saying that they work to provide a competitive 
environment according to the free market mechanisms,835 so there is no discrimination 
in dealing with conventional banks and financial institutions that comply with sharia. 
So the door is left open for the development of financial contracts to the institutions, 
the responsibility of finding a financial contract that is sharia-compliant is on the 
financial institution.836 SAMA have not set regulations concerning sharia boards in 
financial institutions, for example, ensuring its independency, the qualifications of its 
members, minimum number of members, the need for sharia audit or anything 
regarding sharia governance, as any aspect related to sharia compliance is handed to 
the financial institutions themselves to do whatever they want. This would cause some 
uncertainty, and harm the trust of customers and shareholders, about the products 
that are being offered as sharia-compliant by financial institutions. In addition, 
comparing the Saudi situation with the neighbouring countries in the GCC, it can be 
seen that most of the countries realised the importance of setting up specific 
regulations for Islamic finance to strengthen the trust of shareholders and the market 
in general.  
 
In this regard, the example of the National Commercial Bank (NCB) in Saudi Arabia 
and its initial public offering (IPO) can show how the inconsistency in Fatwas could 
breach a customer’s trust, when inconsistency is caused by a lack of sharia 
governance and the absence of a central sharia board to give its final word when a 
conflict has appeared between sharia scholars. The NCB announced that it was 
converting to a full- fledged Islamic bank in 2004, and the plan was to take 2 years to 
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do this.837 But since that time until now the bank has not converted, while it has 
managed to make the retail branches offer sharia-compliant products but not the 
Corporate Banking group and the Treasury Group which are still offering conventional 
and some sharia-compliant products.838 The bank gets support from sharia scholars 
who are hoping that the bank will be a full-fledged Islamic bank. The same message 
is passed to the public at every opportunity to get more clients. As said before, the 
majority of Saudis are Muslims believing in the prohibition of Riba, and this excuse 
was used again to market the IPO in 2014. 
The sharia board of the bank, including its Chairman Sheikh Abdullah Al-Manea who 
is also the chair of most sharia boards in Saudi, legalized the IPO from a sharia 
perspective, although the bank was dealing with huge non-Islamic businesses at that 
time. However, many sharia scholars including members of the highest religious body 
in Saudi Arabia, the Council of Senior Scholars, indicated that subscribing to the IPO 
of this bank was not permissible as the bank had too many forbidden dealings on its 
balance sheet.839 This caused much confusion in the media. On the other hand, the 
sharia board of the bank insisted that it was permissible to do so, arguing that the bank 
was planning to become an Islamic bank.840  
Al-Osimi said regarding the IPO of the NCB, when Al-Manea was consulted by the 
Albilad bank, as he is the head of the sharia board as well, about accepting the 
receiving subscriptions to the IPO, he said that with the current situation of the NCB it 
was not permissible to do so.  
Thus, the Albilad bank and all the other full-fledged Islamic banks in Saudi refused to 
receive the subscriptions to the IPO of the NCB, while the NCB sharia board insisted 
that it was permissible. This has created much public confusion.841 Such an incident 
would not happen or at least could be solved if there was a central sharia board that 
could have the final word in such dissension. 
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In addition, as there is a lack of standards for Islamic banks and as SAMA is only 
targeting conventional financial institutions on its laws and standards, some of the well-
known sharia scholars may accept work for, and provide Fatwas that are not 100% 
sharia-compliant to some conventional financial institutions hoping to bring them more 
closely to Islamic finance. Those scholars believe this would take conventional finance 
closer towards being Islamic finance, as they are aiming to motivate conventional 
finance to be Islamic. 
However, the researcher believes that in an environment like Saudi, there is no need 
to do so, as the market itself is thirsty for real Islamic finance; and being tolerant with 
financial institutions to provide doubtful sharia-compliant products under the name of 
sharia compliance, could confuse the market. Also, this would give regulators the 
impression that Islamic and conventional finance are the same and there is no need 
for special regulations. 
Almutairi and Quttainah said that the markets in Saudi are still in need of Islamic 
financial institutions.842 An example of a conventional bank which successfully 
converted to an Islamic bank without delaying is the al-Jazira bank. The bank has 
earned huge profits after the decision to convert to a wholly sharia-compliant financial 
institution in 2002. The bank started changing all its branches to operate as per sharia 
rules and principles to cultivate the results of its strategic conversion into sharia-
compliant banking and achieve progressive growth;843 and it has achieved the highest 
growth in earnings rate from 2002-2006 with 140% compound annual growth.844 In 
2007, the bank witnessed its full conversion into a sharia-compliant institution and 
simultaneously increased its paid-up capital to SR 3 billion which came entirely from 
the bank's profits.845 This example is brought to show that the Saudi market is in need 
of Islamic finance, and giving questionable Fatwas by some sharia supervisory boards 
could damage the customer confidence in all sharia boards. 
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The researcher believes that sharia governance for the institutions offering Islamic 
financial services, including different aspects such as the rights of investment account 
holders, compliance with sharia rules and principles, sharia board independence, the 
disclosure and transparency of both the sharia board and the financial reporting in 
respect of investment accounts, is a fundamental issue.  
However, it is not fair to say that institutions that offer Islamic finance in Saudi Arabia 
do not show concern about this issue. Some of the financial institutions work hard to 
adopt the best corporate governance standards that suit Islamic finance as they can. 
But the issue is that as there is no special corporate governance for Islamic finance 
applied by the regulators, financial institutions apply different sharia governance 
principles, and others can only adopt the principles of corporate governance that are 
required by the Central Bank which does not really meet the Islamic financial needs, 
such as compliance with sharia rules and principles.846 
Participant B said that there is a lack of disclosure with regards to the sharia board 
activities. He stated that some sharia boards only meet once or twice a year and there 
are some doubtful financial contracts practised in such institutions as sharia-compliant 
products that might not be approved by the board, as there is no sharia audit to spot 
such doubtful contracts and report them to the sharia boards; yet huge remuneration 
is paid to the sharia board members even though they do not do much, while there are 
some Islamic banks that work very hard and try their best to present products that are 
sharia-compliant as much as they can: for instance, meeting at least 30 times a year 
with special preparation before each meeting, while the sharia board members receive 
less remuneration than expected. Some of the latter banks disclose some of their 
information regarding the sharia boards’ activities in their annual reports to reassure 
comfort the public, while other banks disclose virtually nothing. He suggests that 
SAMA should oblige Islamic financial institutions to provide high levels of disclosure 
with regards to the sharia board activities, to be the same as the directors and 
management boards in their annual reports.847 
So, the researcher believes that an additional layer of corporate governance needs to 
be added onto the current corporate governance that already existed for conventional 
financial institution in Saudi Arabia; the new layer should be about sharia governance 
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which should be enforced by SAMA where many customers may choose the Islamic 
finance from a religious point of view. [See figure 4] 
 
Figure 4: Relation between Governance in Conventional Banks and Islamic Banks 
Examples of information that should be disclosed for better sharia governance include:  
the number of meetings that the sharia board made; the number of meetings attended 
by each member of the sharia board; decisions that have been taken; the sharia board 
remuneration and the sharia board endorsement on the conformity of the operations 
of the Islamic financial institution in accordance with sharia principles.848 
Also, the researcher sees that the number of boards a sharia scholar can be on should 
be limited. Currently some scholars are members of more than 80 sharia boards;849 
the repeated names of sharia scholars appear in different sharia boards, because of 
the limited number of sharia scholars who specialised in finance, it is difficult to cut 
such big numbers suddenly, but a gradual plan can be made, for example a member 
cannot be in more than 20 sharia boards for the next five years, then the number 
should be reduced to 10 and then to 5. This would offer the opportunity for the 
production of new generations of scholars to be members of boards. 
Furthermore, the non-sharia income should be disclosed and where it is distributed, 
as this is an important issue among shareholders and customers.850 Alkhamees 
compared sharia supervision disclosure in twelve Saudi banks with nine UK banks 
that offer Islamic financial services. The comparative includes the number of areas, 
such as the professional background of members in sharia boards, the sharia board 
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annual report to shareholder, the publication of Fatwas or decisions, their duties, the 
power of their decisions (binding or advisory), the financial rewards of the members, 
the supervision processes and finally the selection procedures of the members of the 
sharia board. The result shows that the transparency culture in Islamic financial 
institutions in the UK is more prevalent than in Saudi; also, the UK is in a better position 
comparing the disclosing of sharia scholars’ membership on other sharia boards.851 
With regard to the comparisons among the twelve Saudi Banks, two banks published 
their Fatwas. With regards to the type of power the sharia boards have over its 
decisions, five banks revealed such information. For the supervision processes half of 
the banks disclosed such information. Finally, only two banks disclosed the selection 
procedure of the sharia board.852 
In addition, the independence of sharia boards has still not been solved. Participant C 
answers a question about the role of SAMA if the financial institution does not comply 
with the decisions of its sharia board. He said that in some banks the board of directors 
assume a higher level of authority than the sharia board and this may cause problems 
when a member of sharia is pushed by the board of directors to give Fatwas that may 
contain some issues, or basically the bank does not comply with the decisions of the 
sharia board. 
Obviously sharia scholars should maintain their integrity by avoiding dubious activities. 
But as no rules are set by regulators about the qualifications and the requirements that 
members of sharia board have to have in order to be elected in this position, some 
financial institutions may use this gap to elect members who are not qualified to be 
true sharia scholars with regards to the ethical, educational, and technical 
requirements, or to elect members who may turn a blind eye when sharia compliance 
is infringed by the financial institution. Even if such cases may not happen, it opens 
the door for questioning the integrity of the sharia board and its independence which 
can create a huge lack of trust among shareholders, customers and the financial 
institutions.853  Some Islamic financial institutions try to overcome this challenge by 
making their own regulations to commit to sharia, in order to gain the trust of their 
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shareholders.  One of them is to link the sharia board directly to the general assembly, 
which puts the sharia board on an equal level to the board of directors, and sharia 
member nomination comes from the general assembly. As have been said some of 
the financial institutions do that while others leave this issue to the board of directors. 
However, even those who obligate themselves with regulations to commit to sharia, 
still such rules are considered as internal rules. Thus, if the board of directors violated 
such rules, no external authority would interfere and stop such practice, as there is no 
external audit who would report it and the regulators do not concern themselves about 
this issue. 
On the other hand, when the bank for example violates one of SAMA’s instructions 
such as an accounting standard, it will intervene directly and punish the bank and 
oblige it to amend. While if the bank contravenes the sharia board’s decisions, SAMA 
will not intervene. In such a situation the general assembly may vote against it and 
even this has many practical difficulties. So, there is no real obligation on the bank 
when ignoring the sharia board’s decisions.854 
 
Al-Khalif defines the independent authority of sharia boards as a way of exercising 
their purposes neutrally and in complete freedom. No kind of pressure should be 
asserted by the financial institutions management or shareholders to influence the 
sharia board.855 Al-Shabili stated three important elements to ensure the 
independence of sharia boards. First, members of sharia boards should not be 
selected from the staff of the financial institution and the sharia audit department in the 
financial institution should report directly to the sharia board. Secondly, the fee payable 
to a sharia board member should not be made dependent upon the contracts or 
products that the member has approved, it should be either a reward paid annually or 
determined according to the effort a member has made in carrying out such a job. 
Finally, appointing and dismissing sharia board members should be done by the 
general assembly as it is the highest authority in the institution, while the sharia 
auditors can be appointed and dismissed by an administrative decision with the 
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condition of it being approved by the sharia board.856 Unfortunately none of what has 
been mentioned is discussed by SAMA or any government authority to ensure all 
sharia boards in financial institutions have any level of independence.     
In addition, as mentioned earlier, recently some central banks in the GCC countries 
have gone for better governance for sharia by adopting a centralised model, where 
the Central Bank itself has its own sharia supervisory board at the top of the sharia 
boards in the financial institutions, instead of a decentralized model which they used 
to have and still practise in Saudi Arabia. The importance of a central sharia board is 
going to be discussed here. 
 
4.12 Central Sharia Board in the Central Bank 
As has been discussed earlier, regulators in Saudi Arabia have not been giving Islamic 
financial institutions the appropriate attention, with no special regulations for such 
finance, even though the two types of finance, the Islamic and the conventional, have 
some differences, which require sometimes different regulations or standards that suit 
the nature of each type of finance; Meanwhile, many countries, including the 
neighbouring countries of Saudi Arabia, are updating their laws to give Islamic finance 
special rules, whereas Saudi Arabia itself is still ignoring this issue, and this has 
become one of the major challenges. 
As Al-Hussein highlighted earlier the key pillar for Islamic finance institutions is the 
sharia board.857 There are no Islamic financial institutions without a sharia board or 
sharia committee.858 It is not always easy to ensure that all financial institutions would 
respect the rights of customers and shareholders to provide the best practices to 
develop financial products that comply with Islamic principles.   
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Giving Fatwas in commercial jurisprudence is tricky, especially when Hila is applied.  
As discussed earlier in this chapter Hila can be used excessively by a member of a 
sharia board even outside of the limit that all schools would approve, just to permit a 
prohibited transaction such as Riba to be marketed as sharia compliant; and no one 
can object in this situation, as this might destroy the whole market. As there are no 
rules regarding the number or qualifications of members needed in a sharia board, 
and also no rules to ensure the independence of the sharia board or even its decisions, 
undesirable conflict in Fatwas among financial institutions could happen. Examples 
were provided earlier with the IPO of NCB, and the other example that happened in 
the Islamic Banking Committee meeting, when a conventional bank picked a financial 
contract that was agreed to have sharia problems from the meeting, and advertised it 
to its customers with the label “sharia compliant”. Applying sharia governance by the 
regulators could help to strengthen the Islamic finance in some parts of sharia 
governance as already mentioned earlier; but there is the other part that the 
researcher believes would help the Islamic finance to obtain a better position, which 
is creating a central sharia board. 
Sheikh Abdullah Al-Manea, the most senior Saudi sharia scholar in Islamic finance 
who is a member of more than 84 financial institutions, complained that the Saudi 
central bank had not done enough to promote Islamic banking products and services. 
Most products were developed by individual scholars rather than through official 
channels.859 He also believes that the Saudi central bank is the main obstacle that 
prevents Saudi being the central hub of Islamic banking around the world.860  
The importance of a central sharia board is to avoid strange and irregular Fatwas that 
approve financial contracts which have noticeable sharia issues. When obvious 
conflicts in fatwas among financial institutions are dealt with by the central sharia 
board, the stability and confidence in such finance would increase in the market and 
among shareholders and customers. 
Also, this would create a pattern which can be found in the approved contracts, which 
could help to standardise many Islamic finance contracts in Saudi Arabia especially 
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the basic sharia-compliant contracts that are offered by many financial institutions. 
When basic contracts are standardised, finance institutions and its sharia boards 
would be encouraged to introduce new products and services in order to compete with 
other players in the market. As Ozgur Tanrikulu861 said, innovation in Islamic finance 
will occur only when the essentials are standardised, otherwise growth will be 
impeded.862 Once the basics of the contracts are standardised nationally it would be 
a huge step to have international standardisation for the financial contracts that are 
agreed among most of the sharia boards in the world, so products can be approved in 
Saudi Arabia and marketed in Malaysia or vice versa, while products that have conflict 
about their compliance to sharia law, with regards to the Islamic school of thought that 
a country belongs to, would be traded at national level or with other markets that share 
the same jurisprudence.863 
This will help the economy in Saudi and the whole Islamic finance market in the world 
considering that Saudi Arabia is one of the largest countries in Islamic banking assets 
and market share.864 In addition, this can make the Islamic finance more stable and 
avoid affecting the efficiency of the Islamic finance industry as the confusion will not 
only damage the public, but also the practitioners in the industry. For example, as said 
in an earlier chapter that the statement of Taqi Usmani865 was one of the main causes 
of the shrinking in the value of the international sukuk market from about $50 billion in 
2007 to about $15 billion in 2008 when he stated that “many structures presenting 
themselves as Islamic did not meet the definition of true sharia compliance.866 
Hasan indicated in his study on sharia governance that it is not expected from 
institutions that provide Islamic finance to voluntarily develop and portray strong sharia 
governance practices without proper supervision. So, less interference and the lack of 
a regulatory framework for sharia governance is one of the factors that impedes the 
extent of sharia governance practices. He concluded that having an appropriate legal 
                                                          
861 The head of Islamic finance at McKinsey, a global management consulting firm 
862 Ahmad Alkhamees, A Critique of Creative Sharia Compliance in the Islamic Finance Industry (Brill 
Nijhoff 2017) 103 
863 Ibid 102. 
864 Islamic Financial Services Board, 'Islamic Financial Services Industry Stability Report 2016' (IFSB 
2016). 
865 A leading Sharia scholar in Islamic finance and Sharia Board Chairman of State Bank of Pakistan 
and the chairman of the AAOIFI Sharia board. 
866 Ahmad Alkhamees, a Critique of Creative Sharia Compliance in the Islamic Finance Industry (Brill 
Nijhoff 2017) 101. 
169 
 
framework without proper supervision and enforcement will not guarantee the 
improvement of sharia governance practices.867 This shows the importance of the 
intervention of SAMA to set proper regulations and also the need for a central sharia 
board to be at the top of the sharia boards. 
In addition, having a central sharia board will encourage financial institutions to focus 
on recruiting developers of Islamic financial products and Islamic financial engineers 
who should enjoy with their knowledge of finance a good knowledge of sharia 
principles, instead of concentrating on attracting well-known sharia scholars to be on 
their sharia boards whose main roles are giving Fatwas, while they receive high 
remuneration, as the central board will give the final Fatwa to approve a financial 
contract. So, such high remuneration can be spent on the developers who would 
produce a variety of financial products and increase the competition among financial 
institutions.  
Also, because of the limited number of famous sharia scholars who are specialised in 
Islamic commercial jurisprudence along with a good knowledge of the economy, many 
financial institutions as mentioned before seek the same scholars to be on their sharia 
board. Some of the members were offered executive positions inside the financial 
institution,868 which could generate conflicts of interest when a scholar sits on several 
sharia boards and takes advantage of the information from the different institutions, as 
it is hard to express an independent opinion for different institutions during the release 
of new products.869 
With the limited number of proper sharia scholars who can be on sharia boards, the 
researcher suggests that a central sharia board should be established to regulate and 
supervise all financial institutions that provide sharia-compliant products. Members of 
this central board should be scholars who are skilled in sharia with all the different 
Madhahib in Islamic commercial jurisprudence, law and finance.  
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The central board is not for uniting financial contracts and leaving no place for 
innovation, but it should approve any product that is not conflicting with sharia, and it 
should send back products that contain sharia-compliant issues to the financial 
institution to be modified until it becomes sharia compliant. 
So, the job of this central board is not to create financial products to be adopted by 
financial institutions, but to confidentially study proposed financial products that are 
submitted by financial institutions, and then give its comments on the products. 
Doing this will overcome the challenge of a conflict of interest as the sharia scholars 
in the central board will only study and give Fatwas on products that have been 
developed by someone else. In the current situation with the lack of specialised sharia 
scholars, most of them are members of many financial institutions and that may affect 
the confidentiality of some financial institution as the sharia scholar might pass some 
confidential information regarding a new product from one institution to another one 
unintentionally while they were trying to develop new financial products: this would be 
considered as bad as treason. 
Also having almost the same sharia board in different financial institutions could slow 
down the development of this sector as the products would be almost all the same, as 
they are developed by the same people: this would kill the creativity. On the other 
hand, when financial institutions start to focus on financial developers, this would help 
the Islamic financial sector to develop faster.  
In addition, a central sharia board will raise the level of governance by cutting the way 
for financial institutions that may enrol unqualified sharia board members or pressure 
its members to allow questionable financial contracts. So financial institutions will 
focus when recruiting sharia boards or financial developers to select qualified cadre 
as their decisions will be verified by the central board. 
4.13 Conclusion 
This chapter is continuing what has been discussed in previous chapters: defining 
Islamic finance and Islamic banking, showing the principles that such finance hold in 
Chapter Two;870 then, discussing how Saudi Arabia is handling Islamic banking and 
finance, illustrating the laws that specifying that the country should be ruled under the 
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Islamic principles and that includes finance;871 also, showing the different in law and 
practise with regards to Islamic finance and how SAMA is dealing with this issue. 
872This chapter discusess the importance of sharia boards in financial institutions in 
Saudi Arabia; it started by revealing the reasons for the different Fatwas in the sharia 
boards which are affected by the level of acceptance of Hila. A briefing on the position 
of different Madhabs towards Hila was presented. Then sharia boards in financial 
institutions were defined, showing via interviews the challenges that Islamic finance in 
Saudi Arabia is facing because of issues related to sharia boards. The chapter 
indicated that most of the challenges that are facing sharia boards in Saudi Arabia 
were related to the lack of sharia governance. The chapter discussed the position and 
the recent development of different countries towards better sharia governance as 
ideas for reform to the current practise in Saudi Arabia. This included standards 
required when establishing a sharia board and the level of disclosure and 
independence. Finally, the idea of having a central sharia board in Saudi Arabia is 
discussed. More details of sharia governance and the role of the central sharia board 
and the position will be highlighted in the last chapter in the recommendation section. 
Meanwhile the next two chapters will focus on a particular financial product in Islamic 
finance, Sukuk, which will be used as a case study to show how such challenges 
appear in practice. Sukuk is used because of the increase in the popularity of such 
products in Saudi Arabia, and in many other countries, and the researcher will evaluate 
how Saudi Arabia deals with this product.  
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 Chapter Five: Sukuk in Islamic Finance 
5.1  Introduction 
As the thesis started with illustrating the meaning of Islamic finance and the principles 
that a financial contract has to acknowledge when creating a financial product.873 Also, 
some examples of Islamic financial contracts, which already existed from an early 
stage of establishment of Islam, were introduced.874 Then the thesis discussed the 
relation between the legal system in Saudi Arabia and Islamic finance law and 
practice. 875 Besides, discussing the importance of sharia boards in Islamic financial 
institutions in Saudi Arabia from a legal point view and the need for better corporate 
governance for Islamic financial institutions which could have its impacts on Sukuk 
and its compliant to sharia. This chapter and the next chapter will take Sukuk, an 
Islamic financial product that can be performed by one or more of the different Islamic 
financial contracts, as a case study to show the difficulties and challenges that are 
facing Islamic finance in Saudi Arabia. This Chapter will define Sukuk and briefly 
highlight the development history of this product in the recent time. Also, the chapter 
will show how Sukuk differ from other types of finances particularly bonds that used in 
conventional finance. In addition, this chapter will discuss different types of contracts 
that are used in Sukuk to show when it can be traded in a secondary market.876 This 
chapter is closely linked to the next chapter which will discuss Sukuk in Saudi Arabia 
examining the validity of the current laws and regulations that have their effects on 
Sukuk. Thus next chapter will highlight the challenges and difficulties that might face 
Sukuk in Saudi Arabia.  
 
5.2 Defining Sukuk 
The term Sukuk is the plural of the Arabic word Sakk. For hundreds of years Islamic 
commercial transactions have involved the use of Sukuk but within a slightly different 
context than its current meaning.877 Originally, the term Sukuk meant ‘papers’ or 
‘documentation’ which relate to financial obligations originating from trade and other 
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commercial activities,878 legal instruments, Cheques or deeds.879 In this respect, a 
verse from the Holy Quran encourages the writing of contracts:  
O you, who have believed, when you contract a debt for a specified term, write it 
down. And let a scribe write [it] between you in justice…It is more just in the sight 
of God, more suitable as evidence and more convenient to prevent doubts 
among yourselves.880 
Therefore, a Sakk can be a written vow to pay for goods when they are delivered. In 
addition, one of the reasons for the use of Sakk, was to avoid transporting money 
across dangerous territories within the Islamic world. Gradually the use of Sukuk 
spread throughout the world.881 It is believed that it was introduced by Muslims in the 
13th century,882 during the flourishing period of the Islamic world, and is the origin of 
the European cheque system which was transmitted by Jewish merchants from the 
Muslim world to Europe.883 A Sakk referred to any certificate representing a contract 
or conveyance of financial rights, money transactions or obligations which are sharia 
compliant.884 Yet, the use of the term Sukuk has undergone significant changes in 
reflects to the need of the financial market as is going to show soon.885 
One of the biggest challenges that Islamic financial institutions faced when they were 
first established was the risk of high liquidity. In Islamic banks almost every financing 
contract should be tied with real asset which makes it different compared with the 
conventional banks.886 Thus, liquidity risk might arise in Islamic banks when business 
(real sector) is in downturn causing a failure to conduct a proper liquidity management 
(a balance asset and liability).887 In addition, Islamic banking can be financial 
intermediaries, supporter and facilitator all together. They can be as well a trusted 
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body for the investors and business partners by becoming business partner, advisor, 
consultant and source of information.888 So, they would be fully responsible to provide 
liquidity when demanded by the third party, Islamic banks manage liquidity demanded 
through coordination with all the counterparties. Thus, there is a need for an instrument 
that manages liquidity.889 
In order to overcome this challenge, liquidity management in Islamic institutions had 
to come up with effective financial instruments that combined profitability and diversity 
while responding to different maturities. 890 This is can be found as going to be explain 
soon in Sukuk as they have a maturity date and holders are entitled to a regular stream 
of income over the life of the Sukuk along with a final payment at maturity. It also 
provides liquidity since Sukuk can be traded in secondary market.891 
By looking at the conventional financial institutions and banks, a way to overcome 
such a challenge was to either invest in bond issuing and trading or use the excess 
cash in bank deposits for cash benefits. However, both ways are incompatible with 
sharia and involve the charging of interest, Riba in Arabic, which is prohibited in Islam. 
Indeed, as was pointed out before,892 in Islamic law, money is a means of exchange 
rather than an asset in itself, which is why it is prohibited in Islam to make money from 
money alone without it being invested.893 Therefore, considering such a prohibition, 
financial institutions have to make their profit on the basis of actual economic activities.  
In Sukuk asset securitization is the essence, as a Sakk (bond) must assume the role 
of an object with value or property to qualify as an object of sale. An object of sale in 
sharia law of contract has to be a property of value.894 When a bond certificate is 
backed by an asset (supported by an asset) as evidence via securitization process, it 
is moved from just being money into an object value and therefore qualifies to become 
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an object of trade, then it can be traded purchased in both the primary and secondary 
market.895 
Furthermore, Islamic financial institutions are prohibited from investing in a number of 
sectors including gambling, excessively risky trade contracts, Gharar in Arabic,896 
trading in alcohol or tobacco, or trading in debt contracts at a discount. Therefore, 
because of the impossibility of adopting the conventional banks’ methods, researchers 
had to find a new tool which could be used as an alternative to conventional bonds as 
the prohibition of interest has mostly blocked the way on pure debt security. Yet, an 
obligation that is associated with the performance of a real asset is acceptable, hence 
the use of a new instrument called Sukuk.897 
In the early emergence of Sukuk as an economic mechanism, it was surrounded by 
misunderstanding and misinformation regarding the organisational and legislative 
challenges, and this contributed to the reluctance of many investors and businessmen 
to use them. After a number of attempts to develop Sukuk, a Malaysian attempt 
showed a degree of success and this aroused the interest of various countries and 
organisations in this instrument.898 The interest in Sukuk gradually increased during 
and after the global financial crisis in 2008.899 
Sukuk, according to market parlance, are considered to be negotiable financial 
instruments provided they do not involve any prohibited products or transactions.900 
According to the Accounting and Auditing Organisation for Islamic Financial 
Institutions (AAOIFI), Sukuk are certificates of equivalent value that represent 
undivided shares in ownership of either tangible assets, usufruct and services or even 
(in the ownership of) the assets of certain projects or special investment activities. 
However, this is true after the receipt of the value of the Sukuk, the closing of the 
subscription and the employment of funds received for the purpose for which the 
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Sukuk were issued.901 It can be also defined as “a commercial document that proves 
that the holder has ownership over the underlying asset as well as any profits in 
accordance with this ownership. In this case, the issuer should identify existing assets 
to sell to the investors through a special-purpose vehicle (SPV).”902 Sukuk can be fully 
understood from the examples of Sukuk presented below.903 Sukuk can be compared 
to a trust certificate with a relative or undivided stake in an asset or a pool of assets. 
This interest grants the right to the corresponding share of cash flows, in addition to 
the risk and benefits derived from owning the assets.904 
As it can be seen from the above definitions, Sukuk relate to the ownership of an asset 
or its usufruct, which suggests that the claim embodied in Sukuk is not only a claim to 
cash flow, but also relates to the ownership of the asset or its use over the given period 
of time or the tenor of the issuance.905 
5.3 The History of Sukuk 
The first use of Sukuk as a borrowing instrument can be traced back to the end of the 
13th century whereby, at the time of the Ottoman Empire, the emperor had to borrow 
a large amount of money after the devastation of the Turkish Empire which was caused 
by the crusades. Sharia scholars of that time helped to design and invent a public 
financing instrument which was different from the Christian practices at that time and 
was compliant with the Islamic ethics of borrowing, by devoting some of the treasury 
assets to ownership by the lending public.906 
Then, in 1978, the Jordan Islamic Bank issued Muqaradah bonds after gaining the 
permission from the government to do so, and in 1981, the Muqaradah Bond Act was 
issued to define this kind of bonds.907 At about the same time, in 1980, Pakistan also 
made a specific law called the Modaraba Companies and Modaraba (Floatation and 
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Control) Ordinance. However, because of the lack of powerful infrastructures and 
transparency in the market, neither of these efforts resulted in any noteworthy activity 
in the market.908 Also, in 1984, Turkey adopted a new type of Islamic bonds, called 
Participation Bonds, which were issued to fund a project to build the second 
Bosphorus Bridge and this was quite successful.909 
After the previous attempts to provide Sukuk that to be considered sharia-compliant 
and there were a number of different Fatwas regarding to the complaint of previous 
attempts. Thus, it became public issue. Therefore, Sukuk, as they are known today, 
were rediscovered and defined in 1988 at the fourth session of the Council of the 
Islamic Fiqh Academy in Jeddah, Saudi Arabia, under the name Mugarada bonds.910 
Then in 1990, the current Islamic Sukuk funding market in Malaysia started with a 
small amount of money whereby Shell Malaysia issued a Sukuk to raise about US$ 
40 million,911 and again in 1995 for the building of a power station for about US$ 350 
million.912 In 2000 which marked the boom of the Sukuk market when a number of 
institutions started issuing Sukuk: for example, the governments of Bahrain issued 
Sukuk worth US$250 million in 2001, the Islamic Development Bank issued Sukuk 
worth US$400million in 2003 and US$500million in 2005, Qatar issued Sukuk worth 
US$700 million in 2003.913 
As Sukuk was still considered new to the market and a high level of concern regarding 
sharia compliance issues and standardisation there were a need for more Fatwas and 
standers for Sukuk. Thus, the AAOIFI which were counted as the preeminent 
accounting and auditing authority for the Islamic finance industry,914defined approved 
standards for Sukuk,.915 These standards became operative at the beginning of 2004. 
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The standards define fourteen different Sukuk structures of Islamic financial 
contracts.916 
In the same year, 2004, the capital raised through Sukuk reached US$6.7 billion,917 
Sukuk was issued even in some western countries such as the German state of 
Saxony-Anhalt issued Sukuk worth US$136 million in 2004,918 to be the first European 
country engaging with Sukuk.919 The regional finance minister outlined: 
“On the one hand for economic reason. There are investors out there and it 
makes sense to provide them with a product. One the other hand, it is a matter 
of international courtesy. We want to send out a massage of respect for other 
culture who have different regulations on investing.”920 
 In 2007 the number jumped to US$39 billion.921 Sukuk then played a significant part 
in Islamic finance and now represents about 16% of all Islamic finance transactions,922 
with a rapid growth over 20% per year since 2008 to reach US$310 billion in assets at 
the end of 2014.923 Between 2012 and 2013 the market witnessed record Sukuk 
issuances at both international and domestic levels whereas in the years 2014 and 
2015 the Sukuk market did not maintain the same development.924 This can be 
explained by a number of reasons such as, the uncertainties in the whole of the global 
financial system and the severe drop in oil prices.925 
Also, the new strategic decision of Bank Negara Malaysia (BNM), one of the key 
players in the Sukuk market, to stop the issuance of its short term Sukuk and to shift 
the issuance focus from providing investment opportunities towards providing liquidity 
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management for Islamic banks. Can be a reason for the decline in 2015. However, in 
the beginning of the year 2016 BNM started issuing again short-term Murabahah 
Sukuk with tenors of 9 and 12 months for liquidity management purposes.926 Figure 5 
shows the total international Sukuk issuances between 2001 and 2015. 
 
 
Figure 5: Total International Sukuk Issuances between JAN 2001 and DEC 2015. all 
tenors, all currencies, in USD millions 
(source: http://ow.ly/d89e30c4x9y) 
However, during the last couple of years, between 2014-2015 long-term Sukuk were 
issued in a record number in new jurisdictions such as the United Kingdom which has 
a very strong participation in the market of Islamic assets.927 More than twenty banks 
based in London provide Islamic financing services through Sukuk; six of those banks 
are completely compliant with the provisions of Islamic sharia,928 which make the UK 
to be the largest Western country in terms of the number of banks issuing Sukuk.929 
Other countries that have recently been engaged with Sukuk include South Africa, 
Hong Kong, Oman, Ivory Coast, Senegal and Luxembourg.930  
Moreover, socially responsible investing has recently engaged with Sukuk by means 
of a socially responsible Sukuk, a new category of investment, with the issuance of 
Sukuk by the World Bank linked International Finance Facility for Immunization 
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(IFFIm).931 In the latter part of 2014 the first Socially Responsible Investing (SRI) 
Sukuk were issued with US$500 million; then in September 2015, other Sukuk worth 
US$200 million were issued for the same purpose.932 SRI also called “socially 
conscious”, “sustainable”, “ethical”, “mission” or “green” investing, shares common 
principles with Islamic finance in terms of fairness, equality and ethical principles that 
Islamic finance aims to uphold. Investors in both instances seek to achieve a high 
return on their investments and, at the same time, they also take into account social 
returns to society and not only purely economic returns.933The total volume of SRI has 
increased by 30% since 2005.934 Islamic finance, especially Sukuk, provides a great 
opportunity to attract new customers, who share a similar focus on ethics and socially 
conscious investments, to join the Sukuk market; this would be a useful bridge to 
connect the conventional and Islamic markets.935  
Over the last decade, Sukuk have been growing fast due to the demand for Islamic 
financial products and services and the huge number of financial institutions entering 
the market. The Sukuk market is projected to have strong long-term growth 
prospects.936  
Sukuk are financial tools that represent the most important and the main outlet for 
liquidity management in Islamic financial institutions and banks.937 Issuing Sukuk has 
become one of the most important goals of Islamic banking and financial institutions 
since it offers an effective way to manage liquidity, whenever they have an excess of 
liquidity, they can buy these instruments, and when they are short of liquidity, and 
those Sukuk can be sold in the secondary market.938  
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5.4 Differences and Similarities between Sukuk and other Financing 
Instruments 
5.4.1 Similarities and Differences between Conventional Bonds and Sukuk  
Before going into the details of the differences and similarities between Sukuk and 
bonds, it seems important to highlight that the idea of the current version of Sukuk, 
which is practised in many places around the world, comes from conventional bonds. 
Bonds are designed to provide useful mechanisms to the economy, such as controlling 
excess liquidity and being an effective way for governments and companies to access 
cash;939 yet bonds are based on interest which should be calculated on their maturity 
while, as has been discussed earlier, Islam prohibits any act that may cause damage 
to the individual or society, interest or usury being one of them.940 The current Islamic 
finance sector is eager to adopt the same important features as the bonds while trying 
to avoid engaging with usury or any act that may contradict with Islamic finance 
principles.941 For Investors who want to only engage with investments that do not 
contreduct with their belive for example  Muslims investors who  want to only invest in 
a way that do not contreduct with  sharia. They will avoid engaging with bonds for 
example because it contains riba but they may choose sukuk as an alternative option. 
In order to show the differences between Sukuk and conventional bonds, it is essential 
to compare their definitions. Bonds, known as fixed income securities, can be defined 
as certificates that establish a relationship between the bond-holder (creditor) and the 
issuer (debtor) whereby the latter gets a certain amount of money in return for the 
bond, and then the same amount of money has to be paid back plus interest at the 
end of the lifetime of the bond (maturity) to the bond-holder.942 
On the other hand, with respect to Sukuk, the relationship between the Sukuk holder 
and the issuer is a relationship between an issuer and a buyer. Indeed, the Sukuk 
holder has the ownership of an asset that represents undivided shares in ownership 
of either tangible assets, usufruct and services or even (in the ownership of) the assets 
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of certain projects or special investment activities, and the Sukuk holder will get the 
profit based on the revenue made by the performance of the underlying real asset. 
Therefore, the value of the Sukuk and its return should not be guaranteed while in 
bonds it is a debt plus an interest which has to be paid as agreed.  
Cakir and Raei see both bonds and Sukuk almost the same with regards to rating, 
issuance and redemption procedures and default clauses.943  
Based on the above, it can be said that Sukuk and bonds are: 
▪ Traded securities whose primary purpose is to finance a project. 
▪ Both can be used to manage cash flow and to finance various purposes. 
Trading in bonds does not require the transfer of share ownership of those assets, 
which becomes the prerogative of the issuer, as it is only transferring the debt 
certificate from one to another for cash, while trading in Sukuk is a sale of a share of 
the ownership in the project to a new holder.944 
One of the differences between Sukuk and conventional bonds is that the Sukuk’s 
return on investment is based on the revenue made by the performance of an 
underlying real asset whereas in the conventional bonds, the revenue on investment 
is fixed in the form of interest which is not contingent upon any underlying asset.945 
Therefore, as far as Sukuk are concerned, an investor gets returns on the basis of 
ownership rather than interest.946 As a result, the value of Sukuk can increase when 
the value of assets increases.947 Indeed, Sukuk are priced in line with the value of the 
assets that back them, while bond pricing is grounded on credit rating.948  
Moreover, the sale of Sukuk, both in the primary and secondary markets, is a sale of 
a share of an asset, while selling a bond is basically the sale of a debt to be traded in 
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the secondary market, which is prohibited in Islam.949 This suggests that in Sukuk what 
should be traded in the secondary market is an ownership right in a tangible asset and 
not a pure debt claim.950 
Furthermore, Sukuk can help the economy be accessible to Muslim investors all 
around the globe who seek opportunities of receiving a decent return in a way that 
also pleases God, as bonds usually contain interest which is prohibited in Islam.951 
Other differences include the fact that Sukuk could be safer than bonds in a way that 
because the owners of Sukuk (Sukuk holders) own asset-backing for their funding, 
while in bonds it is a loan and the lender usually do not own the underlying asset to 
secure and to recover the principal investment.952 However, as the Sukuk holders are 
considered as having an actual ownership in the assets of a project, they can be at 
risk of losing if the assets or the project were to collapse.953 
Both bonds and Sukuk can be asset-backed but the difference between Sukuk and 
conventional asset-backed securities is that in the latter, the underlying assets can be 
financial assets like loans or other receivables, while in Sukuk only real assets can be 
used as collaterals and must not contradict sharia.954 
In addition, validity of bonds depends on and is measured through credit of its issuer 
as it represents loan; while in Sukuk, the validity should depend on value of the assets 
backing it.955 
Even though Sukuk and bonds have many similarities, a number of their differences 
may have significant consequences to the economy.956 For example, several problems 
that hit the world economy in the last decade have been caused by the practice of 
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profiting from money alone at the expense of productivity and people.957 Interest and 
artificial inflation of prices based on debt rather than on real value is considered as 
one of the main reasons why bubbles form, burst and then lead to recessions and 
depressions.958 Such problems should not exist in Sukuk as they are priced according 
to the real market value of the assets that back the Sukuk certificate.959 The pricing of 
bonds is based on the credit rating of the issuer, so when an investor sells a bond on 
the secondary market, the investor is actually selling the debt in the underlying loan 
relationship. On the other hand, in the case of Sukuk the sale in the secondary market 
is simply the sale of ownership in the asset.960 
Based on a report by Aljazira Capital, Sukuk are preferred over conventional bonds in 
Saudi Arabia.961According to this report, one of the reasons for this preference is that 
Sukuk are backed by physical collaterals and give investors proportionate ownership 
of the underlying asset for a predefined period while conventional bonds only give a 
promise by the issuer to repay the loan to investors. The report also mentions that the 
rising cost of financing due to the tighter lending environment and the volatility in the 
equity markets has increased the reliance on Sukuk financing.962 Table 2 below shows 
a summary of the differences between Sukuk and bonds. 
#  Sukuk Bonds 
1- Contract based on Seller – buyer relationship. The borrower – lender. 
2- Representation A claim on ownership of asset and 
cash flow. 
Claim is on the debt 
instrument. 
3- Return rate May have fixed (from lease sukuk 
contract) or variable rates of return. 
A fixed rate. 
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4- Return Expected/estimated from 
underlying asset. 
Pre-determined (interest). 
5- Capital 
appreciation 
Investors may get more return on 
their invested capital. 
Return is fixed and cannot 
vary with the 
performance. 
6- Return on 
invested capital 
Invested capital is not guaranteed. Issuer is obligated to pay 
at maturity. 
7- Sharia compliant Underling assets must comply with 
sharia. For example no interest.   
No need to comply with 
sharia, it is applicable to 
any transaction either 
permitted to or not to 
sharia.  
8- In case of default The Sukuk holders have recourse 
to the asset not to a bankrupted 
individual. 
Bond holders have no 
choice but to have 
recourse to the issuer for 
the unpaid amount. 
9- Customer of this 
product 
Suitable to any investor.  Have some issues for 
example, Muslims should 
not engage with bonds as 
they are not sharia- 
complaint. 
Table 2: Comparative between Sukuk and bonds963 
 
 
 
                                                          
963 Tahmoures A. Afshar, 'Compare and Contrast Sukuk (Islamic Bonds) with Conventional Bonds, are 
they Compatible?' (2013) 9 The Journal of Global Business Management 
186 
 
5.4.2 Similarities and Differences between Sukuk and Stocks or Shares 
There are some similarities between Sukuk and stocks. For example, they represent 
ownership claims and that the return on both investments is not guaranteed.964 Also, 
both the owner of stocks and of Sukuk is eligible for a share of the net profits of the 
company and the project is commensurate with the value of the shares owned by the 
company or instrument which is owned in the project. In addition, a Sukuk certificate 
and a stock certificate are both financial instruments whose face value is not 
guaranteed by the issuer, so the Sukuk and stock holders may or may not get back 
the entire principal.965 
On the other hand, Sukuk and stocks differ in some aspects; for instance, Sukuk 
usually have lower risks than stocks because the assets usually chosen in Sukuk are 
high value assets to encourage investors to buy the Sukuk and to have better rating 
while the stock certificate is categorised as a high-risk investment.966 
In addition, stocks are permanent posts in the company and exist as long as the 
company remains, even when ownership of the company moves from one person to 
another. As they represent the company’s issued share capital, stocks do not have a 
maturity date by which they have to be sold, which is not the case in Sukuk that have 
a maturity date by which date they will end, as specified at the beginning of the 
agreement.967 Furthermore, Sukuk must be related to a specific asset, service or 
project for a period of time. Equity shares, of course, represent ownership claims on 
the whole company with no maturity date.968 
Another difference is that the Sukuk certificate owner is a fund provider to the company 
while the stock holder is a partner in a company.969 Also stock differs from Sukuk from 
the perspective that the owner of the stock can contribute to the company’s 
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management through the election of the board of directors while a Sukuk holder 
cannot.970 
5.5 How Sukuk Work 
Islamic financial contracts are distinctive as they are not only designed to provide the 
different parties with a practical profit, but also because the whole procedure from 
starting the financial contract to gaining a profit has to be done in a manner compliant 
with sharia principles.  A number of traditional Islamic financial contracts exist, new 
contracts have also been made and others can be designed through financial 
engineering to be sharia compliant.  Several of these contracts have been used in the 
financial market to issue Sukuk. They are backed by sharia-compliant sale leasebacks 
or profit-sharing arrangements.  Ayman Alshelfan categorises Sukuk contracts into 
four types: (1) partnership, (2) obligation, (3) quasi-debt contracts and (4) hybrid 
contracts. Hybrid contracts are a combination of different Islamic contract forms, 
including the three types that have just been mentioned, packaged together and sold 
in order to form the underlying basis for issuing Sukuk.  
Although the procedures differ from contract to contract, the basic idea of Sukuk in 
general can be explained as follows. In order to make a Sukuk, the first step is 
securitisation, known as Tawaruq, which consists of transforming assets into financial 
instruments. Conversion of assets to securities allows investors to buy small parts of 
the asset without being enforced to pay entire price of the overall asset for its 
purchase.  Securitisation is usually achieved through three stages: (1) the Sukuk 
issuance stage (2) managing the Sukuk portfolio stage and (3) the maturity date or the 
end of the lifetime of the Sukuk.   
For the Sukuk issuance stage, the originator or the issuing entity of the assets 
(company, individuals or groups or countries) starts to list all the assets that generate 
cash returns; those varieties that are meant to be securitised into one investment 
account are called a Sukuk portfolio asset. 
The next step is to securitise the assets by selling, and transferring the ownership of 
those assets to a Special Purpose Vehicle (SPV) that will sort out the assets by re-
classifying and dividing them into units to fit and meet the needs and desires of 
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investors and finally to convert them into certificates, each one represents an 
undivided interest in the securitized assets, to be sold to investors.  Therefore, as an 
issuance agent, the SPV is required to hold underlying tangible assets in order to issue 
the certificates of Sukuk.  At the same time, the Sukuk holders have to hold some 
degree of ownership in the underlying tangible assets to avoid falling into Riba that 
indirectly leads to a prohibition on trading in debt receivables (bay’ Al-dayn) as the 
majority of sharia scholars consider trading in debt claims to be included in the 
prohibition of Riba as it is similar to the forbidden use of money as a source of profit.  
This therefore means that pure debt instruments are Islamically prohibited.971  
The Sukuk proceeds that paid by the investors should be used for the purpose they 
have been issued for. This can be considered as one of the Sukuk’s significant 
features, as a Sukuk holder is an owner of a share in the capital of the project. 
Moreover, a single Sukuk certificate represents a non-divided percentage in the 
ownership of an asset, such as an aircraft, a ship or a building, with a right of access 
to the regular income derived from this asset. The regular revenues of the Sukuk can 
be structured in the form of tradable securities in the stock exchange markets.  
After the sale of the instruments via SPV to the investors, the SPV is responsible for 
managing the portfolio on behalf of the investors for the whole duration of the release, 
for collecting the frequent revenue that should be generated from the assets and for 
distributing them to the investors, so providing all the services needed by the portfolio.  
Finally, the end of the lifetime of the Sukuk, or maturity date, is to repurchase the 
instruments on the dates specified by the prospectus. Figure 6 below illustrates the 
basic structure of Sukuk. 
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Figure 6: From Sukuk: a potential for stability and development in the GCC 
Source:  http://eprints.kingston.ac.uk/34924/1/2016_007.pdf 
 
5.6 Asset-backed Sukuk and Asset-based Sukuk 
At the beginning of appearance of the Sukuk in financial market, there were lack of 
definitions and categories of the different forms of Sukuk. Then after some defaults 
incidents that happened during the global financial crisis in 2008 most of them were 
assets based Sukuk, that shared a common structure of debt-instruments as Mashiyat 
Tasnia, Is’haq Muhammad Mustapha and Mohammad Hassan Shakil stated.972 They 
added that such Sukuk defaulted in part due to the monetary crisis and the economic 
downturn that triggered it originators did not earn sufficient revenues to make the 
promised payments.973 While, almost none of the asset-backed Sukuk has defaulted, 
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due to the notion that they follow the structure of profit and loss sharing, hence they 
do not have any debt instrument.974 
 There has been an attempt to categorise Sukuk with the intention of differentiating 
genuine and non-genuine ones, especially from the perspective of risk factors and 
sale execution.975 Thus, the issue of the ownership in the Sukuk asset appeared, 
resulting in the popularity of categorizing the Sukuk into asset- based and asset- 
backed structures.976 
The asset-backed can be defined as an Islamic security issued pursuant to a 
securitization transaction.977 The transaction in asset-backed involves true sale and 
the transfer of legal ownership of the asset from the originator to a third party which is 
usually the SPV, thus the assets should be removed from the issuer’s balance 
sheet.978 The SPV should be an express trustee of the Sukuk holders that receives 
fees as an issuer of the Sukuk, whereas the legal part-owners of the underlying asset 
are the Sukuk holders who receive a return on investment based on the performance 
of the underlying asset.979 In the case of default by the Sukuk issuer, the Sukuk holders 
have recourse to the Sukuk asset, not the issuer.980 
On the other hand, in asset-based, the underlying asset used to structure the issuance 
remains on the balance sheet of the originator after the issuance of the Sukuk. In this 
category, the originator only passes beneficial ownership of the asset to Sukuk 
holders, while still keeps its legal ownership.981 
Thus, from legal perspective no true sale is made in asset- based structure. In other 
word, it is a sale that fall short of true sales which are recognised as valid sales in 
common law;982  As a result, the assets cannot be sold to a third party by the Sukuk 
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holders. It also means the Sukuk holders only have the recourse to the 
originator/obligor.983 Thus, Prospective investors, therefore, rely on the 
creditworthiness of the obligor or sponsor of an asset-based Sukuk rather than on the 
quality of the assets underlying the Sukuk.984 According to Rating Agency Malaysia, 
the underlying asset in Asset-based Sukuk is not the one to be considered as the fund 
generator and the capital payments. Rather it is a mechanism to fulfil the requirement 
of the sharia.985 There are some concerns from sharia scholars about some of the 
assets based structures that may comply with sharia in form but not in substance.986 
As Asyraf Dusuki stated sharia compliant, should not be only in forms and legal 
technicalities of the financial contracts. 
But, more importantly, in their economic substance, which should be premised on the 
objectives outlined by the sharia.987 The different views on the sharia validity of some 
of the assets-based Sukuk can be understood from the different schools of thought 
and Hiyal that already have been discussed.988 
Table 3 shows the differences between asset-based and asset-backed Sukuk. 
Category  Asset-based Asset-backed 
Source of 
Payment 
The source of payment 
comes from the originator/ 
obligor's cash flows. 
The source of payment comes from 
the revenue generated by 
underlying asset. 
The use of 
assets 
Assets are used as security 
interest. 
Securitisation 
Presentation/dis
-closure of the 
asset 
The asset stays on the 
balance sheet of the 
originator/obligor. 
The asset is separated from the 
originator's book. 
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Type of Sukuk 
holders' 
ownership 
Beneficial ownership with no 
right to dispose of the asset. 
Legal ownership with right to 
dispose of the asset. 
Recourse Purchase undertaking at par 
from obligor is the ultimate 
recourse. The recourse is 
only to the obligor and not 
the asset. 
Sukuk holders only have recourse 
to the asset, thus, the asset plays a 
genuine role in defaults. 
Risk  Risk with originator. Risk with assets. 
Table 3: Differences between asset-based and asset-backed Sukuk 
(Source: http://ow.ly/Ja2R30c4CVo) 
 
5.7 Sukuk that can be Traded in the Secondary Market 
Sukuk have been issued and traded in the secondary market in various parts of the 
world; it worth noting that the demand for Sukuk has become essential for Islamic 
banks and Islamic financial institutions as they have fewer financial instruments that 
can be used to manage the liquidity,989 which is an inherent conduct of banking 
operations.990 They can only use instruments which are sharia-compliant, since they 
are prevented from borrowing or lending in the interbank market or at the central 
bank’s discount window.991 For instance, Islamic pension funds and Islamic insurance 
companies can only invest in sharia-compliant instruments.992 
As Sukuk have become the backbone of the development of a much-needed 
secondary Islamic capital market, most of these instruments are retained by Islamic 
banks, Islamic pension funds and Islamic insurance companies, as they are permitted 
to invest in sharia-compliant instruments. With the high demand for Sukuk from Islamic 
financial institutions, there are limited supplies on the market, which leads to an excess 
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of demand over supply situation.993 Based on the comparison between conventional 
and Islamic bonds, it appears that not all kinds of Sukuk can be traded in the secondary 
market as some have several sharia issues with regard to reselling.994  
The basic idea behind the permissibility of trading Sukuk or any instrument in a 
secondary market is that as Sukuk represent undivided shares in ownership of tangible 
assets, usufruct and services, the decision whether they can be traded in the 
secondary market depends on the kind of assets.995 Thus, the issuance of Sukuk has 
to be against some tangible assets and not against cash or debts.996 So the tradability 
of Sukuk at the time of issuance (primary market) as well as in the secondary market 
has to follow these rules: 
1. If Sukuk are issued against specific assets (tangible assets) or services, then this 
issuance implies the sale of these assets to the Sukuk holders in return for cash money 
based on current values of assets or services, and therefore the Sukuk becomes 
tradable.997 
 2. If the issuance of Sukuk is made against described assets or services that would 
be constructed or manufactured in the future, this would mean that the issuance 
implies the sale of these assets to the Sukuk holders in return for cash money, and 
these Sukuk are not tradable until the deliverability of assets or services.998 
3. If the issuance of Sukuk is not against assets or services, but for the purpose of 
utilising the proceeds to acquire some assets, then Sukuk cannot be tradable until the 
stage at which those assets or services are purchased. This is because the Sukuk up 
to that point represent liquid proceeds, for example, cash money and money only can 
be sold against money under certain rules of Sarf (exchange) are observed.999 
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4. If there is any mixture between the three types above then the assets stated in the 
first type must dominate in sukuk issuance.1000 
 
5.8 The Most Common Sukuk Contracts 
Sukuk can be created in various forms: for example, partnership, obligation, and quasi-
debt contracts. As mentioned earlier AAOIFI defines fourteen different Sukuk 
structures.1001 This section will only choose four contracts as they are the most 
commonly used Sukuk that provide sufficient information for the purpose of this 
study.1002 
5.8.1 Ijarah Sukuk 
This Sukuk is formed based on the Ijarah (lease) contract which allows the transfer of 
the usufruct of an asset in return for rental payment, which makes it similar to a 
conventional lease contract.1003 
Ijarah Sukuk are based on a sale and leaseback agreement which signifies an 
ownership of equal shares in rented assets or the usufruct of assets. The holders of 
such Sukuk should obtain the right to own real estate, receive the rent and dispose of 
their Sukuk in a manner that does not affect the right of the lessee (i.e. they are 
tradable). The owners of Ijarah Sukuk should be responsible for all costs of 
maintenance and damage to the real estate, while maintenance expenses related to 
its operation should be the lessee’s responsibility.1004 
Ijarah Sukuk can take different forms depending on the need of the originator. There 
are usually three parties who engage in this kind of Sukuk: (1) the originator, (2) the 
SPV and (3) investors or Sukuk holders.1005 The common form of Ijarah Sukuk is a 
sale and leaseback agreement which starts with an originator or beneficiary who sells 
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the assets that would be used as Sukuk on a specified and defined purchase price to 
a SPV. The SPV converts those assets to issue certificates that have an equal value 
and represent undivided shares in the ownership of those assets to be sold to investors 
who become the Sukuk holders.1006 The income derived from selling the Sukuk 
certificates to investors are paid to the originator via the SPV, then a lease agreement 
is signed between the SPV and the originator for a fixed period of time whereby the 
originator leases back the assets as lessee and pays a regular rental amount to the 
SPV which distributes the rental income to the Sukuk holders. The Sukuk holders can 
sell the leased asset as long as the sale does not hinder the lessee from receiving a 
benefit from the asset and the new holder will start to receive the rentals. Finally, at 
the predefined maturity of the Sukuk, the SPV sells the assets back to the originator 
at a predetermined value.1007 
Furthermore, the use of a purchase undertaking in Ijarah Sukuk is generally accepted 
by sharia scholars.1008 Also, the general flexibility of the Ijarah contract has led to 
flexibility in the Ijarah Sukuk. These are some of the reasons behind its popularity 
among other Sukuk structures. 
However, there are disagreements between sharia scholars on several issues with 
these Sukuk, such as the promise of Sukuk managers, partners, or 
agents to repurchase the Sukuk for the same price at its face value. Indeed, a number 
of sharia scholars prohibit such a promise and consider that the promise of 
repurchasing should be based on the value of the assets at the time for the repurchase 
(See Figure 7).1009  
                                                          
1006 Ali Alshamrani, 'Sukuk Issuance and its Regulatory Framework in Saudi Arabia' (2014) 2 Journal 
of Islamic Banking and Finance 313. 
1007 Khalid Alsaeed, 'Sukuk Issuance in Saudi Arabia: Recent Trends and Positive Expectations' (PhD, 
University of Durham 2012) 46. 
1008 Dubai International Financial Centre, 'Dubai International Financial Centre Sukuk Guidebook' 
(DIFC 2009).  
1009 Fisal Al-Shamary, ميوقتو ضرع :كوكصلا يف ةيهقف لئاسم (Fiqhi Issues in Sukuk: Presentation and 
Assessment) (SABIC 2016).  
196 
 
 
Figure 7: Sukuk Ijara structure Surece: Sukuk Issuance in Saudi Arabia: Recent 
Trends and Positive Expectations 1010 
Sarawak Economic Development Corporation (SEDC) can be an example of this kind 
of Sukuk when SEDC raised US$350 million in 2004 from the market through a Sukuk 
Ijarah Trust Certificates issuance by its SPV, Sarawak Corporate Sukuk Inc. (SCSI). 
The maturity of the issued certificates was 5 years and under the proposed structure, 
the proceeds will be used by the issuer to purchase certain assets from 1st Silicon 
(Malaysia) Sdn Bhd. Thereafter, the issuer will lease assets procured from 1st Silicon 
to SEDC for an agreed rental price for an agreed lease period of 5 years.1011 
5.8.2 Sukuk Al-Musharaka 
Musharaka is derived from the Arabic word Shirakah, which means partnership. The 
Musharaka structure is an agreement between two or more parties to participate in 
terms of capital, labour and management for the sake of establishing a joint business. 
All profits and losses generated from the Musharaka are shared by the parties on the 
basis of a prearranged participation ratio, unless the loss is proved to be caused by 
the negligence of one party.1012 With regards to Musharaka Sukuk, they are certificates 
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of equal value which evidence undivided ownership of the certificate holders in the 
Musharaka venture.1013  
The purpose of issuing these Sukuk can be for using mobilized funds for establishing 
a new project or improve and developing an existing one or financing a business 
activity on the basis of one of the partnership contracts.1014 The holders of such Sukuk 
are involved in the partnership and they share profits based on an agreement with an 
agreed ratio while losses are shared based on the Sukuk’s holding.1015 These Sukuk 
have to be decided in advance for both, the length of the joint venture agreement and 
the profit ratio.1016 
Several types of Sukuk are based on Musharaka contracts. For example, one type 
consists of having certain Sukuk Musharaka with a fixed ratio for the whole period of 
the contract. It starts when the investors (Sukuk-holders) contribute to the capital with 
the SPV issuer to establish a joint venture with the originator who is looking for finance. 
The issuer, in this case, delivers the capital that has been collected from the investors 
while the originator supplies the assets or capital required to start the business.1017 
The issuer should provide investors with certificates with equal value, which are 
considered to be negotiable instruments that can be traded in secondary markets.1018 
The issuer and originator should share the profits from the business as agreed 
between them. Also, the issuer is responsible for distributing the profits to the investors 
and in case of losses; they should be distributed based on each party’s proportion of 
the capital.1019  
The Emirates Musharakah Sukuk can be an example, when Wings FZCO issued 
Sukuk in 2005 at a value of approximately US $550 million at the rate of 75 basis 
points on LIBOR, having a maturity of 7 years. The key objective for the Musharakah 
was to establish a new headquarters and engineering centre in Dubai. Regular 
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payments for Sukuk certificates were made from the rental money obtained from the 
Musharakah.1020 
Another version is Sukuk based on diminishing Musharaka, that is, when both parties 
establish an SPV to administer the Sukuk, the issuer transfers the ownership of an 
asset to the SPV to enter the partnership agreement while investors enter the 
agreement by paying cash. 
As a result, both the issuer and the investors are equity partners. Then the issuer starts 
to pay instalments to the investors to repurchase their respective shares in the asset 
plus the asset’s generated income, which constitutes the cash flow stream for Sukuk 
holders to have the investment share in the SPV diminishing over time.1021 The 
diminishing Musharaka is more desirable for investors than the normal Musharaka as 
it allows them to release their capital from the investment by decreasing their equity 
share annually and to get more of the periodic profits based on the remaining share 
balance.1022 Figure 8 shows the basic structure of diminishing Musharaka Sukuk. 
Diminishing Musharaka Sukuk Structure 
 
Figure 8: Diminishing Musharaka Sukuk Structure.1023 
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5.8.3 Mudaraba Sukuk 
Mudaraba can be defined as a partnership in profit whereby one party provides capital 
who should be Rab Al-maal (provider of funds) and the other provides labour 
(Mudarib).1024 The Mudaraba Sukuk are investment Sukuk that signify ownership of 
equal value units in the Mudaraba equity. The SPV as Rab Al-maal provides the capital 
for the investment activity that was collected from the Sukuk holders. The investment 
agent, the Mudarib, is paid an agreed fee out of any profits derived from the business 
activity.1025 Such Sukuk can be used for enhancing public participation in mega 
investment projects.1026 The framework of these Sukuk usually start by establishing 
an SPV to issue the Sukuk and contributing the funds raised from the investors as 
Mudaraba capital, in which case the SPV issuer would be the Rab Al-maal and act as 
the silent partner.1027 
On the other hand, the originator of the Sukuk, who should be the party looking for a 
sharia-compliant financing, would provide labour, expertise and possibly cash. This 
party, who manages the capital, is called the Mudarib. An agreement between the Rab 
Al-maal and the mudarib should be established on a profit/loss-sharing basis in order 
to be compliant with sharia rules. Thus, such Sukuk do not allow owners to make 
claims for any annual interest. 1028 
The SPV, as the Rab Al-maal, issues Sukuk certificates to Sukuk holders to contribute 
the funds that will be passed to the Mudarib to be used in the Mudaraba investment. 
The SPV declares a trust over all the units for the Sukuk holders that the SPV is 
holding in the Mudaraba. Therefore, this type of Sukuk allows the pooling of investors’ 
funds with the Sukuk holders to have a common share of the Mudaraba capital in 
addition to giving the Sukuk holders the right to returns in proportion to their 
investment.1029 
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Any profits made via the Mudaraba are shared between the Rab Al-maal and the 
Mudarib depending on an agreed profit-sharing ratio set out in the Mudaraba 
agreement. Also, in case of losses, each party bears the loss of their contribution to 
the contract, which means that the financier bears all financial losses and the 
entrepreneur bears the operating losses such as time and effort. 
However, in the case of misconduct or negligence by the Mudarib, he or she alone is 
liable to cover it as he or she works as an agent as well as a trustee of the business.1030 
When the SPV receives profits from the Mudaraba, it should make payments of the 
periodic distribution amounts due under the Sukuk.1031 
In addition, selling or transferring the ownership of the Sukuk in the market can only 
be permissible for the Sukuk holders after the period of the subscription discretion 
ends.1032  
Furthermore, certain rules should be followed before trading such Sukuk, depending 
on the stage of the Sukuk capital. First, when trading Sukuk which involve the transfer 
of Mudaraba capital while the capital is still in the form of money and has not yet been 
used in the operation of the specific project, the sale has to be done under the rules 
of exchange of money for money (Sarf). Second, when the capital of the Mudaraba is 
in the form of debt, then the trade has to be in compliance with the rules of Islamic 
debt trading. Finally, when the capital of the mudaraba is in mixed forms of debt, 
money, benefits or assets, the sale has to be based on the market price determined 
by mutual consent.1033 
Regarding guaranteeing the price of the Sukuk via the originator to the Rab Al-maal, 
Sukuk Al-mudaraba are considered as equity-based instruments, which suggests they 
have the same conclusion as Sukuk Musharaka mentioned earlier; this is that, as the 
AAOIFI has stated, scholars have adopted the view that it is not permissible for the 
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originator to grant a purchase undertaking for any amount other than the market value 
of the Rab Al-maal’s interest in the Mudaraba assets at the time of sale; this is because 
if the value is determined by reference to the value of the Sukuk, it would be a kind of 
guarantee of profit and principal, which is not permitted under sharia law, unless given 
by an independent third party.1034 In addition, a number of sharia scholars and the 
AAOIFI regulations put restrictions on such contracts insofar as at least 33% of the 
Mudaraba enterprise’s capital should be invested in tangible assets at all times.1035 
 
5.8.4 Hybrid/Pooled Sukuk 
This type of Sukuk is becoming popular as the underlying pool of assets consists of 
two or more Islamic finance contracts, where both equity and debt elements do exist. 
In certain Sukuk, such as Ijarah Sukuk, the originator has to have sufficient tangible 
assets in order to issue the Sukuk.1036 Hybrid Sukuk exist as an option when there are 
not enough tangible assets and to allow financing contracts for refinancing means; 
(See figure 9) in other words, they constitute a refinancing tool. Therefore, in this 
Sukuk structure, the underlying pool of assets can consist of Murabaha contracts, 
Istisna contracts plus Ijarah contracts.  
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Figure 9:  Hybrid Sukuk structure 1037 
As explained here, a number of steps can be followed to create a hybrid Sukuk. For 
instance, tangible assets with underlying Ijarah, Murabaha and Istisna deals are 
transferred to an SPV via the originator who receives Sukuk proceeds from Sukuk 
holders after the issuance of the Sukuk via the SPV. The revenues realised with these 
Ijarah, Istisna and Murabaha contracts are paid to the Sukuk holders. At the maturity 
date, the originator purchases back from the SPV the assets that consist of tangible 
assets with Ijarah, Murabaha and Istisna contracts. 
The Sukuk holders receive a fixed payment of return on the assets and the Sukuk is 
redeemed.1038 The assets of these Sukuk should be a mix of different categories with 
at least 51% of tangible assets in order to be allowed to be traded in the secondary 
market. This is because Murabaha and Istisna contracts cannot be traded in the 
secondary market since they create debt and many sharia scholars do not allow the 
trade in debt receivables.1039 Figure 9 shows the basic structure of a hybrid Sukuk. 
This type of Sukuk is the closest structure to conventional bonds as they contain debt 
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assets and can be traded in the secondary market; this is why they have become more 
popular lately.  
Recently, Saudi Arabia announced that it was in the process of issuing US$10 billion 
Sukuk internationally,1040 and hybrid Sukuk were chosen for this deal.1041 Although it 
is believed that this structure may be useful in a way that encourages Muslims who 
want to engage in finance according to sharia, for the identity of Islamic Finance there 
is not much benefit in having another version of conventional bonds, when Islamic 
finance is expected to work differently, because Sukuk might be exposed to the same 
volatility inherent in certain conventional financial vehicles during a financial crisis. 
 
5.9 Conclusion 
After introducing Islamic finance discussing the principles that financial contracts have 
to acknowledge when being created.1042 Then highlighting the link between the legal 
system in Saudi Arabia towards Islamic finance and the laws that should be applied 
for such finance.1043 That was followed by discussing the importance of sharia boards 
in Islamic financial institutions in Saudi Arabia from a legal point of view and the need 
for better corporate governance for Islamic financial institutions.1044 Also, the role of 
Hiyal (Legal tricks) that might be applied in some Islamic schools of thoughts more 
than other on financial products.1045 
This chapter introduce Sukuk as one of the Islamic financial product that has been 
recently developed to suit Islamic finance and has attracted the attention of many 
countries around the world. This product is chosen to be an example of the challenges 
and difficulties that is facing Islamic finance in Saudi Arabia. This chapter discusses 
the basic structure of Sukuk and shows its importance to Islamic finance that was 
introduced by giving some history of Sukuk; then showed how it is differ from other 
                                                          
1040 'Strong Demand for First International Saudi Sukuk' (Mof.gov.sa, 2017) 
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types of finances particularly the bonds that used in conventional finance. Also, this 
chapter discussed different types of contracts that are used in Sukuk to show what 
can be traded in a secondary market. This chapter is closely linked to the next chapter 
which will discuss Sukuk in Saudi Arabia examining the validity of the current laws and 
regulations that have their effects on Sukuk. Thus, next chapter will highlight the 
challenges and difficulties that might face Sukuk in Saudi Arabia.  
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 Chapter Six: Sukuk and its Regulations in Saudi Arabia 
 
6.1 Introduction 
This chapter is part of other chapters that aim to determine the challenges facing 
Islamic finance in Saudi Arabia in order to suggest some reforms to help developing 
Islamic finance further. 
This chapter will look at the way Saudi Arabia regulates Sukuk, one of the products in 
Islamic finance that has been chosen to be a case study and already defined in the 
previous chapter,1046 to consider the challenges facing such product. The thesis 
already provided an overview of Islamic finance indicating the sources of Islamic law 
and the major rules that should be acknowledge when creating Islamic financial 
products.1047 
Then, the thesis moved to discuss the link between the legal system in Saudi Arabia 
towards Islamic finance, illustrating the gap between the laws that indicate that Saudi 
Arabia should be govern by sharia in all its laws1048 and what are already practised.1049 
Then the thesis discussed the importance of sharia boards in Islamic financial 
institutions in Saudi Arabia from a legal point view which can help to develop products 
which are genuinely complied with sharia law and the need for better corporate 
governance for Islamic financial institutions. 
After that, the thesis takes Sukuk an Islamic financial product that can be performed 
by one or more of the different Islamic financial contracts as a case study for the thesis. 
In that chapter the basic structure of Sukuk was discussed showing its importance to 
Islamic finance,1050 and how it is differed from other types of finances particularly the 
bonds that used in conventional finance.1051 In this chapter Sukuk in Saudi Arabia will 
be discussed, examining the validity of the current laws and regulations that have their 
effects on Sukuk, highlighting the challenges and difficulties that may face Sukuk in 
Saudi Arabia. 
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The chapter will start by describing the growing interest in Sukuk in Saudi Arabia. Then 
the difficulties facing Sukuk in Saudi Arabia will be discussed and how the authorities 
in Saudi Arabia intend to encourage such finance, especially in light of the Saudi Vision 
2030. Finally, suggestions will be put forward as to how to enhance the use of Sukuk 
in Saudi Arabia.  
 
6.2 History 
It is fair to say that Saudi Arabia has been isolated from the Sukuk market for a long 
time.1052 One of the reasons behind this isolation relates to the fact that there was no 
need for the country to engage in Sukuk or bonds as its oil revenues were high, and 
Sukuk and bonds were only issued to raise money for the government or its quasi-
governmental companies.1053 Nahla Samargandi, Jan Fidrmuc and Sugata Ghosh 
stated that Saudi Arabia’s economy is heavily dependent on oil revenue and this 
domination may cause the underdevelopment of the financial sector in Saudi. 1054This 
can be explained as because the country is depending on oil revenue not much 
industrial projects were made which would need to be finance by Sukuk or bonds and 
when there is a need for financing a project the government usually borrow directly 
from banks.1055 
However, between 1981 and 1991 oil prices dropped to US$22 per barrel, which 
forced the government to try to diversify the economy and invest in non-oil industrial 
projects.1056 As a result, industrial cities started to be established to attract investment 
in the non-oil industrial sector.1057 However, the government preferred to finance 
industrial development through a specialised governmental credit institution called the 
Saudi Industrial Development Fund (SIDF) instead of mobilising the country’s wealth 
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through capital market development.1058 With time, the pace of industrialisation 
accelerated, which made it difficult for the SIDF to finance all the industrial projects, 
so the government started to engage with other national and foreign institutions to take 
part in financing projects. This was done via the Ministerial Committee set up in 1984 
and with the help of the Saudi Arabian Monetary Authority (SAMA).1059 
As SAMA is the government’s bank,1060 it is prohibited by its Charter from lending 
directly to the government 1061as a fundamental protection of the soundness of the 
currency and the monetary system.1062 Nonetheless, it acts effectively as a secured 
agent to issue debt securities or arrange loans to the government or quasi-
governmental companies, which is another reason for Saudi Arabia’s isolation from 
the Sukuk market as it chose to issue debt securities instead of Sukuk.1063  
In 1988, SAMA started to issue Saudi Government Development Bonds (SGDBs) to 
raise funds to finance the country’s mega-projects although, as discussed in Chapter 
Three,1064 Article 2 of SAMA’s Charter bans SAMA from either paying or receiving 
interest and Article 6 stipulates that the Authority shall not act in any manner which 
conflicts with the teachings of the Islamic law.1065 It is worth to mention that, as 
discussed in the previous chapter that bonds do conflict with Islamic law.1066 While 
Sukuk constitute an alternative to bond and sharia compliant, this should encourage 
SAMA to issue Sukuk instead of bonds.1067   
In addition, as highlighted in Chapter three,1068 that the Saudi capital markets faced 
some difficulties in attracting more funds and regulating capital markets including 
Sukuk as Saudi stock market was operating under three masters Ministry of 
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Commerce, Ministry of Finance and SAMA.1069 In order to overcome this challenge, 
the Capital Market Authority (CMA) was established in 2003 under the aegis of the 
Capital Market Law (CML) to regulate and supervise the capital market.1070  
A number of regulations were issued via CMA tackling different aspects in the market 
such as market conduct, corporate governance, mergers and acquisitions, and the 
issuance of financing tools such as IPOs, bonds and mutual funds.1071  
In 2008, the CML gave its permission to non-banking foreign brokerages, asset 
managers, and other non-bank financial intermediaries to operate in the Kingdom,1072 
which gave a chance for more asset management industry and gave further 
opportunities to offer more products to investors.1073  
 
6.3 Growing Interest in Sukuk 
The Kingdom has witnessed a rapid growth in investment, both in the public and 
private sector, in large infrastructure projects. Also, amongst all the other GCC 
countries, the Kingdom enjoys the largest number of investors and there is more 
demand for long- and short-term finance;1074 Sukuk as a capital market tool started to 
gain some popularity, especially due to their reputation of not being in contradiction 
with sharia.1075 
The first Sukuk large scale issuance in Saudi Arabia dates back to 2006 when the 
CMA gave its approval to the Saudi Arabia Basic Industries Corporation (SABIC) to 
issue Sukuk of a total amount of up to SAR 3 billion.1076 This aroused such a 
remarkable amount of interest that within ten days, the arranger bank received 4.3 
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billion.1077 These Sukuk opened the door to other similar Sukuk issuance initiatives 
and in 2007, for instance, the Saudi Electricity Company issued Sukuk worth SR 5 
billion.1078 Most of the sovereign Sukuk in Saudi Arabia are used to fund large-scale 
infrastructure projects.1079  
Furthermore, Basel III1080 contributed to the fostering of the Sukuk market. This can 
be seen as, one of the Basel III requirements regarding liquidity is that banks have to 
hold sufficient amounts of high quality liquid assets to cover their net cash outflows for 
a certain period of time in a stress scenario. Usually the regulations for bank capital 
require institutions to hold a particular amount of capital compared to their risk-
weighted assets. The very small percent risk weights make domestic or foreign 
government bonds very highly rated and other bonds relatively more attractive, as 
banks do not need to hold capital for holding these bonds.1081 Saudi banks already 
meet the Basel III capital, liquidity and leverage standards that should be applied in 
2019.1082 In case of Islamic banks, they are prohibited from holding conventional 
bonds, thus, Basel III stated that Sukuk can be alternative to interest-bearing debt 
securities to be held as high quality liquid assets.1083 
The researcher identifies another reason for Sukuk being popular amongst companies 
in Saudi Arabia. Sukuk gives more chance for companies to be in the Sharia-compliant 
Companies List. The Sharia-compliant Companies List is a list that made by an Islamic 
financial institution or individual specialised sharia scholars to rate joint stock 
companies in the Saudi Stock Exchange with regards to their compliance to sharia.1084 
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A company would be keen to be in such a list and have access to more investors 
trading in its stocks. As all providers to the stock market who are counted as Islamic 
banks, such as Alrajhi, Albilad, and Al Jazira, have the majority of users and 
investors,1085 this will only give their users access to trade with companies in their 
Sharia-compliant Companies List. Also, as mentioned earlier, Saudi Arabia is a Muslim 
country and most local investors prefer to invest their funds in a way that does not 
conflict with their religious principles.1086 
Companies that comply with sharia are divided into two types: the first type are 
companies with permissible objectives and activities all of whose dealings come from 
permissible ways. This means that companies with illicit objectives and activities, 
including trading in tobacco, gambling, pork or interest-bearing banking activities, will 
not be accepted.1087 The second type is companies with permissible objectives and 
activities that may have illicit matters in their dealings, such as, for instance, interest-
bearing loans or deposits.1088 With respect to this, sharia scholars have ruled on the 
permissibility of investing and trading in the stocks of these companies, subject to the 
following controls: (1) Trading in the stocks of these type of companies shall be 
restricted to exigency. Incidentally, when other companies are found to comply with 
the prohibition of dealing in usury, they should be favoured over the companies not 
complying with these principles. (2) Interest-based debt: The collective amount raised 
as a loan on interest, whether long-term or short-term debt does not exceed 30% of 
the market capitalization of the corporation.1089 (3) The earnings generated from the 
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illicit component shall not exceed 5% of the total earnings of the respective 
company.1090 
Therefore, it appears that not being in the Sharia-compliant Companies List means 
that fewer investors will buy the shares of these companies. The main reason for 
removing a company from the above list is related to taking loans or financing a non-
sharia-compliant project; this puts Sukuk in a better position to be chosen by 
companies to finance. Another reason for the growing interest in Sukuk is the current 
drop in oil prices, which has forced the government to vary its resources, including the 
use of Sukuk and bonds to finance projects for the government and the private 
sector.1091 
Also, Sukuk are valued by different potential investors, eager to generate profit by 
either keeping them until maturity or re-trading them, as some investors prefer short-
term Sukuk. (Figure 10) below shows the types of investors in the Sukuk market. For 
example, those managing investment funds prefer the long-term investment such as 
pension funds which are usually government owned and tend to participate in most 
issues; while others that are keen to benefit from Sukuk to manage excess cash tend 
to participate in Sukuk issuances to diversify their investments, for example 
corporates.1092 
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Figure 10: Types of Investors in the Sukuk market in KSA 
(Source: Saudi Hollandi Capital) 
 
Finally, the new Vision 2030 for Saudi Arabia might have a positive impact on Islamic 
finance in general and Sukuk in particular, as explained in more detail later.1093 
 
6.4 Difficulties Facing the Saudi Sukuk Market 
Despite the popularity of Sukuk, especially due to their reputation for being sharia- 
compliant, a number of challenges still facing Islamic finance in general including this 
product in Saudi Arabia.1094 Paradoxically, Saudi Arabia enjoys unique elements that 
should ensure that the financial sector is fully regulated by the sharia which should 
make it the first country of choice in terms of Sukuk. As discussed earlier,1095 the 
Kingdom is considered to be at the heart of the Muslim countries as it hosts the two 
Holy Mosques.1096 Its laws stated that the Kingdom should be ruled and governed in 
all aspects by sharia law and this is also stated in the Charter of SAMA.1097 Also, the 
majority of its population believe in Islam and there is a strict prohibition of interest 
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(Riba).1098 This is why, despite the underdeveloped Sukuk market and the lack of 
specific regulations to support this market, Saudi borrowers raised up to US$7.9 billion 
from the sale of Sukuk in 2014,1099 making the Kingdom the second country in the 
world after Malaysia. The government should take advantage of this popularity of such 
product due to their compliant to sharia and support the development of Islamic 
finance, in general and Sukuk in particular, to meet the Saudis demand of being able 
to engage with finance that do not conflict with their believe and their laws. In addition, 
to take advantage of the rising popularity of this type of finance in many countries 
around the world including non-Muslim countries.1100  
Nonetheless, a close look at the local practices suggests that the financial sector in 
the country is regulated by and built on conventional financial activities.1101 It can be 
argued that the reason behind the existence of conventional regulations to govern the 
financial activities relates to the fact that upon the official founding of modern Saudi 
Arabia, Islamic finance was not very successful. It did not play a significant role at the 
time when those regulations were implemented, which led the government to put in 
place regulations based on conventional finance as it was almost the only choice 
available internationally.1102 
Subsequently, all developments in the financial sector, such as the creation of SAMA 
and the CMA, followed the same previous regulations, being made to regulate 
conventional financial activities, except that a provision was added, that is, all activities 
should be in accordance with sharia and Islamic teachings.1103 With time, Islamic 
finance started to gain popularity as certain countries and organisations started to 
regulate this type of finance. 
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However, Saudi Arabia preferred to stand by and continue adopting and practising the 
same regulations as before. This is why Sukuk, for example, as claimed by the 
researcher, have never been mentioned or introduced in the CML or in SAMA 
regulations but were handled under the conventional bonds regulations as a debt 
instrument in the Securities Regulations. 
An interesting study investigating the determinants of the development of the Sukuk 
market in certain countries including Saudi Arabia, Kuwait, UAE, Bahrain, Qatar, 
Indonesia, Malaysia, Brunei, Pakistan and Gambia for the period 2003-2012 has 
concluded that the development of the Sukuk market is derived from a confluence of 
many variables and factors.1104 Indeed, certain factors, for instance, macroeconomic 
factors such as the Gross Domestic Product (GDP) per capita, and the size of the 
economy, the trade openness have a positive influence on the growing of the Sukuk 
market. The study explained that as all factors mentioned above have a positive 
impact on the economic growth in general which has its positive impact on the 
development of the Sukuk market.1105 The study found that the higher the level of 
natural openness, the greater the level of access to external funding and the greater 
the development of the local Sukuk market.1106 
In addition, the regulatory quality has a huge influence on the development of the 
Sukuk market. Indeed, according to that study, countries with a higher regulation 
quality have a greater Sukuk market.1107 Therefore, more efficiency and reliability in 
terms of regulations would lead to a better market.1108 This point is significant as, in 
the case of Saudi Arabia, it can be seen that although there are good regulations for 
finance in general as stated by some of the interviewees,1109  more attention regarding 
Islamic finance, and the Sukuk market in particular, is still needed. This was revealed 
by the Chairman of the CMA during his speech in 2016 stating that the Sukuk market 
in the Kingdom was still below its desired level and that the CMA was working hard to 
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develop it.1110 The study concluded that countries who have adopted a legal system 
with a sharia law origin or a combination of common law and sharia law origins have 
a more developed Sukuk market. In addition, the higher percentage of Muslims in a 
country has a positive effect on the development of the Sukuk market.1111  
The above elements should encourage decision-makers in Saudi Arabia to develop 
this market in order to have more financial players who are keen to invest in a sharia-
compliant environment by providing better relevant regulations for Islamic finance 
including Sukuk to take the lead in the Sukuk market, since most of the requirements 
for a well-developed market of Sukuk do exist in Saudi Arabia. This only requires 
courageous decisions from regulators to put in place special regulations for Islamic 
finance to allow this field to develop in the right environment and then for the investors’ 
trust in this to grow. 
Indeed, the lack of suitable regulations for example suitable regulations on issuance 
of Sukuk to ease the issuance of Sukuk which is one of the challenges facing the 
Sukuk market in Saudi Arabia.1112 As a matter of fact, the absence of a special legal 
framework for Sukuk, especially in the GCC countries including Saudi Arabia, caused 
discouragement among both investors and issuers of Sukuk.1113 As stated by Rafisah 
Radzi and Nurul Muhamed, there are shortcomings in terms of the regulatory 
framework in Saudi Arabia pertaining to Islamic finance.1114 The long processes to 
issue sukuk and the absence of clear laws for Sukuk slow down the process for issuing 
Sukuk, which is against what Sukuk issuers need. 
Moreover, Al-Jarhi and Abu-zaid believe that monitoring and supervising the issuing, 
buying and trading of Sukuk cannot be done without a suitable environment that 
contains the following important elements: (1) simplifying the process of sharia-
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compliant Sukuk issuance, as complicating the process may lead the issuer to waive 
some of the sharia principles in order to be accepted by the authorities.(2) regulating 
Sukuk with suitable regulations would give a clear pathway for Sukuk and make it 
easier for regulators to discover and deal with any new challenge that may come in 
the future regarding this market as the foundation that the regulations are built on is 
already suitable for such finance which would encourage private individual companies 
to issue Sukuk.1115 
The Sukuk market would hugely expand in Saudi Arabia to be the first in the world if 
the regulators give it more attention, as the financial environment in Saudi Arabia is 
more to Islamic finance than conventional finance because of the sharia-compliant 
issue in the conventional finance in general.1116  The Secretary General of AAOIFI 
declared that issuers “do not have to waste any time or effort in figuring things out”,1117 
which is one of the reasons why Malaysia remains the top country in the Sukuk market 
as the regulator has set out clear guidelines for Islamic bond sales.1118 He also stated 
that “the regulator in Saudi Arabia should set out clear guidelines if it wants to emulate 
Malaysia, the world’s biggest Sukuk market”.1119 
Therefore, there is a great need to put in place specific laws and regulations, which 
encourage risk sharing for example and Central Sharia Board to approve any financial 
instrument that claimed to be sharia-complaint in order to gain the investors’ trust as 
discussed in chapter four.1120 This should be applied to govern Islamic banks and 
Islamic financial institutions including Sukuk and enable regulators such as SAMA and 
the CMA in Saudi Arabia to supervise and monitor the Islamic financial products based 
on Islamic principles and not on conventional ones.  
Currently, the CMA Listing Rules and the CMA Offer of Securities Regulations 
regulates Sukuk issuance under regulations that made to regulate shares and debt 
instruments issuance and therefore there is no mention of Sukuk or sharia in those 
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rules and regulations.1121 Indeed, ignoring the major differences between the two 
financial systems and not differentiating between them may lead to the issuing of 
regulation directives that do not comply with Islamic banks and Islamic financial 
institutions. The researcher can suggest that the regulators should extend current 
Securities regulations to cover more different financial products such as Sukuk by 
issuing regulations that comply with nature of the product. This can be done by taking 
advantage from some international Islamic financial organisations that already studied 
Sukuk and issue framework such as AAOIFI. AAOIFI issued standards for investment 
Sukuk in 2004,1122 then in 2008 it reaffirmed its rules on Sukuk,1123 then in 2017 a 
financial accounting standard “Sukuk Issuance” was announce with should be 
effective for accounting periods beginning on or after 01 January 2019.1124 Thus, 
regulators in Saudi Arabia should work closely to update their regulations with the help 
of AAOIFI, especially after current rapprochement between CMA and AAOIFI as CMA 
became a member of AAOIFI in 2016.1125  
Another challenge that the Sukuk market, as a sharia-compliant product, is facing 
relates to the laws govern Sukuk. As stated by Hans Visser that the legal system that 
govern Islamic finance in some judications especially in the GGC countries still 
underdeveloped.1126 As explained before,1127 that any Sukuks’ disputes in Saudi 
Arabia would be seen by  the Committee for the Resolution of Securities Disputes 
(CRSD) which already mentioned some concerned about its independency and the 
unclarity of the way that members of CRSD and its appellate body would interpret the 
law,1128 how they reason their decisions or under what section of the law the CMA 
prosecutes violators of the CML.1129 This is because of close hearing litigant which 
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made it difficult even for legal firms outside the circle of litigants to know how things 
go inside the CRSD.1130 Thus, Saudi Arabia are not encouraging issuers to choose 
Saudi Arabia as the governing authority; this has meant that some sharia scholars 
have accepted that the regulations should be construed in accordance with other law 
such as  English law because English law is what stakeholders generally prefer. This 
is especially true given that most countries, including Saudi Arabia, do not recognise 
the concept of trust with flexibility, as common law jurisdictions do which is important 
in a case of default.1131 Common law recognizes dual ownership,1132 the two sides of 
which are legal ownership and beneficial ownership, while many countries including 
many GCC countries do not. 
This is why when Saudi Electricity Company (SEC) for example issued a number of 
Sukuk in the past ten years, it chose English Law to be used as a governing law and 
enforcement of judgments for the SEC Global Sukuk II and III when the type of contract 
used to structure the Sukuk required the use of dual ownership such as Ijara.1133 While 
in other Sukuk of the SEC, the governing law and enforcement of judgments were 
Saudi law, the CRSD and its appellate committee the ACRSD to be more specific,1134 
because the structure of Sukuk does not required the use of trust law.1135  By the way 
sharia has recognized the concept of dual ownership which can be understood from 
the AAOIFI Sukuk standard relating to the sale of usufruct.1136 
When the asset is transferred in some of the Sukuk structure to the SPV issuer from 
the originator and moved back, there will be transfer of legal ownership and beneficial 
ownership of the underlying asset.1137 In Common law systems, only beneficial 
ownership can be transferred to Sukuk holder when the asset moves, and legal 
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ownership is retained by the originator.1138This is can be one reason to make English 
law popular for some Sukuk structure to govern and be used for dispute resolution.1139 
Even though, English law is usually chosen to govern Sukuk but the final recourse to 
the underlying asset unavoidably depends on the law of the jurisdiction in which the 
assets are located.1140 
Therefore, any agreement made on behalf of a trust by trustees may not be legally 
recognised in Saudi law, which means that in the case of defaulting Sukuk, investors 
may not be able to claim their rights prescribed in the Sukuk documents.1141 This was 
stated in Risk Factors Relating to Enforcement of the SEC Sukuk that chose to be 
govern by English law. 
“The courts and judicial committees of the Kingdom may not recognise the 
choice of English law or submission to jurisdiction of English courts at the option 
of the Certificate holders of a Series. Accordingly, in any proceedings relating 
to the Certificates in the Kingdom, sharia, as interpreted in the Kingdom, may 
be applied by the relevant court or judicial committee. The courts and judicial 
committees of the Kingdom have the discretion to deny the enforcement of any 
contractual or other obligations, if, in their opinion, the enforcement thereof 
would be contrary to the principles of sharia”.1142  
In addition, when English law is chosen as the law governing the Sukuk and a case is 
presented to the English court, there may be conflicts between the English law and 
Islamic (sharia) law regarding certain clauses in the contracts. Several recent rulings 
by the English courts confirm that in case of any contradiction between Islamic law 
and English law, the latter prevails.1143 This is discouraging for Sukuk issuance in 
Saudi Arabia even though it is the birth place of Islam and has chosen to be governed 
by sharia and any Sukuk issuance here should therefore meet the needs of Islamic 
finance.  
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In order to overcome this challenge from the researcher point of view, two aspects 
could help here. First, the new commercial court can be a solution for this challenge 
but that would be depend on how the commercial court will work and would this court 
be supported by well specialised judges who have good knowledge about Sukuk, 
keeping in mind that as mentioned that sharia does recognized the concept of dual 
ownership. The second aspect is the existence of central sharia board which should 
give its approval for the Sukuk before being issued which would make any dispute 
afterwards easy to be seen by a court as there will not be any issue regarding to sharia- 
compliant.  
An additional challenge relates to the lack of specific laws for Islamic financial 
contracts including Sukuk, and this lack could require an Islamic financial contract not 
to be 100% compatible with sharia. As Saudi Arabia treats Sukuk as conventional 
bonds, the laws do not apply to true underlying assets sales, they categorise Sukuk, 
even asset-backed ones, as debts which prejudice this kind of instrument to follow the 
conventional contract in order to be fit to be govern by Saudi law, trust law and dual 
ownership can be an example for that.1144 Furthermore, as discussed in Chapter 
Four1145 with regards to sharia boards and the lack of regulations that encourage 
Islamic financial institutions to have effective sharia boards that contains qualified 
members who can give their time and effort to study and monitor financial product in 
order to give the right Fatwa and to encourage Islamic finance developers to develop 
financial contracts that present genuine Islamic finance, and not only sharia-compliant, 
the current laws push issuers and sharia boards to structure Sukuk in the form of 
bonds in order to be accepted by the regulator, which in turn slows up the development 
of such an important financial instrument. Treating Islamic finance as being under the 
umbrella of conventional finance has led to a moving away from the spirit of Islamic 
finance, which should be built on ethical principles to offer only what it is supposed to; 
instead it makes the developers of Islamic finance to only try to come up with financial 
contracts that have a very close similarity to the conventional system in order to be 
accepted under the legal regulation of the country. 
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In the absence of specific laws regulating Islamic financial contracts, risk-sharing is 
practised less than what should be the case in the Islamic finance industry. As 
Mohammad Kamali and Abdullah AK stated that the Islamic financial market has yet 
to make risk-sharing a major feature of their activities.1146 Innovation and development 
in the Islamic financial market should pass the stage of replication of conventional 
structures because the regulations put in place to regulate conventional financial 
contract are usually built on debt. So, Muslim societies will not enjoy the full benefits 
of financing on a risk-sharing basis, which minimise the need for debt and help in the 
distribution of wealth.1147 
As stated before1148 that some financial institutions are pushing sharia boards so hard 
to give Fatwas on financial contracts that are no different than the financial contracts 
in conventional financial institutions, which are mainly based on Riba, instead of 
putting the effort to provide real Islamic finance.1149 Thus sharia boards need to have 
real independence and especial sharia governance regulations to insure that only 
qualified specialist can be in the sharia board with specific minimum number of 
members in a sharia board. In addition of giving a limit number of how many sharia 
boards can a member be which already discussed in Chapter Four.1150As the sharia 
boards in the financial institutions have the power to correct their path to be real Islamic 
institutions if they have the supporting regulations.1151 
Additionally, contracts in Islamic finance are drafted by finance experts or legal 
practitioners depending on the laws of the country, and in the case of Saudi Arabia as 
explained earlier,1152 most financial laws deal with conventional finance as there was 
no successful example of an Islamic banking system at the establishment of the 
country and its financial authority organisations such as SAMA and the only available 
option to engage with the world and meet the demands of the country’s growth was 
                                                          
1146 Mohammad Hashim Kamali and A.K. Abdullah, Islamic Finance: Issues in Sukuk and Proposals 
for Reform (Kube Publishing Ltd, 2014) vii. 
1147 Ibid. 
1148 See 4.9 above. 
1149 Saleh Al-Hussein, ' لضفأ لبقتسمل لوحتلا قيرطو عقاولا ةيعرشلا تائيهلا(Sharia Boards the Reality and a Way of 
Transition for a Better Future)' (2004) Islamic Business Researches Centre <http://bit.ly/2nMfYTE > 
accessed 4 June 2016. 
1150  See 4.11 above. 
1151 Saleh Al-Hussein, ' لضفأ لبقتسمل لوحتلا قيرطو عقاولا ةيعرشلا تائيهلا(Sharia Boards the Reality and a Way of 
Transition for a Better Future)' (2004) Islamic Business Researches Centre <http://bit.ly/2nMfYTE > 
accessed 4 June 2016.  
1152 See 3.4.2 above. 
222 
 
through a conventional system.1153 So, Islamic finance contracts are couched in terms 
that may become difficult for interpretation when presented to the sharia boards for 
approval. As a result, a sharia board may certify certain products that may not 
necessarily satisfy the sharia requirements under the state of necessity1154 because 
laws make it hard to create a financial contract that complies %100 with sharia.1155 
Thus, as argued in previous chapters that Islamic financial contracts including Sukuk 
should be created in a way that do not contradict with Islamic principles,1156 and Saudi 
Arabia should be one of the best countries to develop Islamic finance as there is a 
strong relationship between the Islamic faith and Saudi Arabia that were introduced 
before.1157 
In addition, the Basic Law of Governance of Saudi Arabia stated that its constitution is 
based on sharia,1158 thus, there is an urgent need to develop and improve the legal 
framework for Sukuk and debt market origination to facilitate securitisation and true 
underlying assets sales for a better asset-backed Sukuk structure. Also, as discussed 
in Chapter Four on the importance of corporate governance regulations, these need 
to be applied here for additional transparency and to strengthen the rules of 
disclosure1159; both of these are important issues to avoid any possible default in the 
future.1160 
Furthermore, an additional challenge facing Sukuk in Saudi Arabia is the absence of 
a central sharia board which can affect in a negative way the confidence of investors. 
Religion can be used in a bad way to get advantages from investors who seek 
legitimate contracts, even when they involve exploitation, and gain the Islamic label 
for financial products that are in conflict with the fundamental principle of Islamic 
finance. Even if such practices appear acceptable from the outside, they may cause 
                                                          
1153 See Error! Reference source not found. above. 
1154 As discussed in Chapter Four See 4.6 and 4.8Error! Reference source not found., an act 
maybe not be accepted by sharia but it can be practised if there is a need for it and there is no other 
choice. In this case sharia scholars may allow such an act under the provision of necessity.  
1155 Umar A Oseni and M Kabir Hassan, 'Regulating the Governing Law Clauses in Sukuk 
Transactions' (2015) 16 Journal of Banking Regulation 607. 
1156 See 2.7 above. 
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1159 Khalid Alsaeed, 'Sukuk Issuance in Saudi Arabia: Recent Trends and Positive Expectations' (PhD, 
University of Durham 2012) 254. 
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distrust for Islamic finance and this could threaten the whole financial market in a 
country, especially in a Muslim country like Saudi Arabia.1161 
The SEC Sukuk can be an example to the importance of central sharia board as the 
prospectus of the SEC mentioned that their Sukuk have been approved by members 
of sharia committees in Deutsche Bank and HSBC Banks, however the prospectus 
stated that “there can be no assurance that the transaction documents or the issue 
and trading of the certificates will be deemed to be sharia-compliant by any other 
sharia committee or sharia scholars”,1162 it also stated that even  
“Judicial committees and courts in the Kingdom may form different opinions on 
identical issues and therefore potential investors should not rely on the 
pronouncements of the sharia advisors in deciding whether to make an 
investment in the certificates and should obtain their own independent sharia 
advice”.1163  
It can be seen that, there is no assurance that this Sukuk are sharia-compliant as 
different sharia board or scholars can have different opinion. While if there is a Central 
Sharia Board, their Fatwa will be more powerful and any court would accept such 
Fatwa as it would be the highest sharia board in the country with regard to finance. 
As has been pointed out in Chapter Four,1164 the AAOIFI has set a whole framework 
of standards for a central sharia board, setting out some requirements for that board 
to make the most of it.1165 Unfortunately the government of Saudi Arabia has not yet 
expressed the need to have such a board. 
Nonetheless, the researcher suggests that regulators should at least implement laws 
or standards on corporate governance for sharia boards at the financial institution level 
to prevent institutions from choosing non-experts as members on their sharia boards 
so as to obtain their approval for their financial contracts that contradict sharia as this 
might reduce the confidence of clients and investors in the whole financial system. 
                                                          
1161 Mabd Al-Jarhi and Abdul Azim Abu-zaid, 'اهب ءاقترلاا ةيفيك و ةيملاسلإا كوكصلا قاوسأ (The Market of Islamic 
Sukuk and How to Improve It)', 24-26 May 2010 (Islamic Development Bank 2010) 
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1162 See Prospectus of Saudi Electricity Global Sukuk Company III 40. Available at 
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February 2018. 
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Currently, if a financial institution manipulates and declares non-sharia products to be 
sharia compliant, no one can object, not even the other Islamic financial institutions 
committed to basing all their activities on sharia.1166 This example of the sort of risk 
associated with Sukuk illustrates the need for a central sharia board1167 as it will reduce 
cost, organise the work, and unite efforts to solve greater problems together.1168 
Another challenge is that laws dealing with defaults in Sukuk (Bankruptcy) can be a 
source of problems in Saudi Arabia. Sukuk default can show the strength and 
suitability of regulations in a country. A default in Sukuk has exposed the Saudi 
regulations as Sukuk was handled by SAMA at that time as debt, when it was not debt; 
this was accomplished with less transparency than it should have been, as will be 
explained now. 
Although the number of Sukuk defaults at the global level is still in single digits,1169 
most defaults happened between 2008 and 2009 when there were a number of 
defaults in different countries around the world and these were considered to be the 
first ever defaults in Sukuk. It started in 2006 when a US oil and gas company called 
East Cameron Partners (ECP) issued Sukuk of US$165.67 million with a maturity 
period of thirteen years.1170  The company faced financial problems arising from the 
shortfall in oil and gas production triggered by damage following a hurricane in 
September 2008; they defaulted in October 2008. The company filed for bankruptcy 
protection under Chapter 11 of the US Bankruptcy Code, claiming its inability to pay 
the periodic returns.1171 The ECP filed ‘adversary proceedings’ and requested the 
court to consider the primary Sukuk transaction with the purchaser SPV as ‘secured 
loans’ and not as a ‘true sale’ of assets, which would indicate that the assets would be 
shared between the Sukuk holders and the other creditors of the originator in the 
liquidation process if the transaction was considered a secured loan. However, the 
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court rejected that by stating that the Sukuk “holders invested in the Sukuk certificates 
in reliance on the characterisation of the transfer of the royalty interest as a true 
sale”.1172 However, the court decision gave leave for ECP to amend its complaint; so 
the company filed an amended complaint. In the end, the parties agreed to a 
settlement under which the ECP Sukuk was wound up and all the ECP assets 
excluding cash, records, books and certain litigation claims were sold to the holders 
of the Sukuk for a consideration of the litigation settlement and the cancellation of 
US$4 million DIP (debtor-in-possession) financing which the Sukuk holders had 
provided to the ECP during the bankruptcy proceedings1173. This was to avoid the 
suspension or termination of federal leases held by ECP as a result of its filing under 
Chapter 11 of the US Bankruptcy Code, which might consequently have resulted in 
Sukuk holders losing all their investment.1174 Therefore, the court judgment contributed 
to the Sukuk growth in the US as it set the precedent that asset-backed Sukuk are in 
fact bankruptcy proof and the transfer of assets to the Sukuk SPV was shown to be 
safe from the bankruptcy of the originator company.1175 
On the other hand, the Saad Group, a Saudi Arabian conglomerate, defaulted in 2009 
on the periodic payments of its Sukuk Ijarah known as the Golden Belt 1. The Sukuk 
were issued in 2007 and were supposed to mature in 2012. The default of US$650 
million was caused by a liquidity crisis that the company was facing. It then appeared 
that the originator company had some issues regarding its transparency as proper 
information was not even provided to the regulators. Most assets were located in Saudi 
Arabia so SAMA froze the assets of the Group.1176 
In addition, the Sukuk holders were issued with personal promissory notes for extra 
security, governed by the Saudi law, but the Sukuk holders were unable to either 
execute the personal promissory notes provided to them or gain any access to the 
physical assets held by the SPV which issued the Golden Belt note.1177 As there were 
legal issues that needed to be resolved before the Sukuk investors were given the 
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status of unsecured creditors of the Saad Group, the rights of Sukuk holders were 
affected via the issuer and the government of Saudi Arabia, as Robert Shapiro stated: 
“Much of the criticism of the Saudi performance in these defaults has focused on 
issues of transparency and equal treatment for foreign creditors. Many aspects 
of the operations of the Saad and Algosaibi Groups that affect the defaults remain 
shrouded in secrecy and unavailable to foreign creditors, and the Saudi 
Government appears to have abetted this lack of transparency”.1178 
These Sukuk disputes are still not solved and similar cases are being dealt with in the 
courts, such as Golden Belt 1 Sukuk Company B.S.C.(c) v BNP Paribas.1179  
With respect to the Golden Belt litigation, which still seen in a commercial court in the 
UK, the problem was caused by paperwork that did not have a “wet ink” signature from 
the owner of the Saad group, Al-Sanea; it was not properly executed under Saudi law 
when the transaction was made.1180 However, other Sukuk have been regulated in 
Saudi Arabia by the CMA and traded on the Tadawul and enjoy a good reputation, 
such as the Saudi Arabia Basic Industries Corporation (SABIC) and Saudi 
Electricity.1181 One of the reasons behind the Golden Belt Sukuk problems is that the 
arrangement for the Sukuk was made offshore, in Bahrain, which provided less 
regulatory surveillance at that time, as Sukuk were still very new to the market.1182 
Nonetheless, default may still happen even though strict measures are included in the 
Sukuk contracts and in their risk management, as this is the general nature of 
commercial transactions, whether Islamic or conventional. It is important, however, to 
have good regulations to resolve any default case that happens, in order to gain 
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investors’ confidence.1183 Saudi Arabia needs an updated and better regulations 
regarding Bankruptcy as the current regulations indicate that there is a need for a more 
developed framework. The economic market has hugely developed since 1931, when 
the Commercial Court Law was introduced. Chapter 10 of the Royal Decree was about 
insolvency,1184 and the Law of Settlement Preventing Bankruptcy, known as the 
Preventive Settlement Law, was made law in 1996.1185 The Commercial Court Law 
provides a detailed code for bankruptcy although its relationship to corporate 
insolvency is unclear. 1186 
Also, the Preventive Settlement Law applies to every trader, person or company who 
fears the imminence of insolvency on what appears to be a cash flow basis; but this 
still has some uncertainty, which makes decisions, in practice, heavily dependent on 
the discretion of the individual judges dealing with any particular matter.1187 There are 
no specialist insolvency judges and the judicial precedent system does not apply, 
which hinders the will of companies, especially international ones, to invest in Saudi 
Arabia as they cannot be clear about the laws that might apply if they face default or 
insolvency.1188  
Furthermore, as mentioned earlier, Saudi Arabia is working hard to diversify its 
sources of income instead of being dependent on oil and the government has already 
taken steps to attract foreign capital by opening its stock market to foreign investors 
and selling Sukuk internationally. 
However, investors have expressed hesitancy regarding the clarity of the nation’s 
financial regulations and in today’s climate, due to the global environment, foreign 
investors are attracted by clear and comprehensive laws including insolvency laws.1189 
This has also been said recently by the Saudi Minister of Commerce during a talk in 
which he stated that: “one of the most difficult questions I got when I was working as 
a lawyer was when an international company wanted to invest in Saudi and asked 
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about Bankruptcy laws here. There was not a clear answer to give, as the law is 
nebulous and depends on the decision of judges”.1190 This is why the majority of Sukuk 
issuers in Saudi Arabia choose to have the default law governed by English law owing 
to its versatile trust law structures.1191 This suggests that, as explained earlier, one of 
the difficulties facing Sukuk is the lack of suitable regulations to ease their issuance, 
in addition to the need for updated laws to solve challenges that might occur during or 
at the end of a transaction. 
Finally, the government felt the need to update the laws coinciding with the 2030 Vision 
and introduced a revolutionary new regulation in 2016 as a draft on Bankruptcy, 1192 
which was approved Royal Decree No. M/05 dated 13/02/2018.1193 The new law 
effectively replace: The Law of Settlement against Bankruptcy issued pursuant to the 
Royal Decree No. M/16 dated 24/01/1996, Chapter 10 of the Commercial Courts Laws 
issued pursuant to the Royal Decree No 32 dated 01/06/1931and all provisions of any 
applied laws or regulations that are inconsistent with the Bankruptcy Law shall be 
voided. This law should not only benefit Islamic finance and Sukuk, but also all 
economic activities whether based on Islamic or conventional rules. 
The high cost of a credit rating agency is also one of the challenges; the credit rating 
agency had to be hired from outside of Saudi Arabia as there were no regulations to 
allow such credit rating agencies to work in Saudi Arabia until November 2014 when 
the CMA set regulations authorising credit rating agencies to work in Saudi Arabia; 
these regulations came into effect on 1st September 2015.1194 Six agencies applied for 
authorisation to carry out credit rating activities in the Kingdom.1195 August 31st 2016 
was the target for agencies to continue working; then the CMA would issue licences 
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to allow agencies to work officially in the Kingdom. The grace period for the credit 
rating agencies which applied for authorisation to conduct their activities was then 
extended to 24th August 2017.1196 Two agencies have been issued the licence at the 
time of writing: SIMAH and Standard & Poor’s.1197 The researcher believes that this 
may benefit the Saudi capital market in general including Sukuk market, as having a 
local credit rating agency will reduce the cost of relying on an external agency to rate 
the efficiency and value of assets, which usually costs more than a local agency. Also, 
this will increase competition among credit rating agencies in addition to improving 
performance and lowering costs, which in turn will benefit all Sukuk issuers especially 
small and medium size enterprises. 
Another challenge is the secondary Sukuk market in Saudi Arabia, as it is suffering 
from a lack of deals in the market. Indeed, the market started in 2009 but until the mid 
of March 2018 there have been only limited number of trades. The researcher has 
identified only seventeen deals in the market during the past four years from March 
2014 until March 2018 (see Table 4). All deals in Sukuk in the secondary market, since 
its establishment in 2009 until mid-2017, make up less than a day’s trade in the Saudi 
stock exchange market, Tadawul,1198 as the total value of Sukuk traded in the market 
since its establishment reached SAR 3.9 billion (US$1.04 billion). The secondary debt 
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market in general is not active because most bonds and Sukuk are bought by 
autonomous government agencies or banks on the basis of them being held to 
maturity.1199 Also, with a limited supply of instruments, investors prefer to hold them to 
maturity, which leads to the absence of a vibrant secondary market in Sukuk,1200 
although it is important to create an efficient secondary market to encourage the 
issuance of new corporate debt instruments such as corporate Sukuk and bonds. 1201 
A liquid secondary debt market will help to put in place a mechanism for the 
redemption payments of the movements of bond pricing. In this regard, the SAMA 
needs to play an important role to improve issuance mechanisms, such as tap issues, 
to create a full maturity spectrum for duration management, fixed and floating coupons 
to diversify price risks and the availability of a repo facility for day-to-day liquidity 
management.1202 
 
Table 4: All trades in the Sukuk and Bond Market in Saudi Arabia over three years 
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(Source: official website of Tadawul, available at 
https://www.tadawul.com.sa/wps/portal/tadawul/markets/Sukuk-%26-bonds) 
 
6.5 Sukuk Attract the Authorities’ Attention in Saudi Arabia 
As discussed above,1203 Islamic finance in general and Sukuk in particular still need a 
better legal environment in Saudi Arabia.1204 This issue has not only been highlighted 
by economists or researchers, but also by decision-makers, such as the Chairman of 
the CMA, a governmental organisation which has authority over the financial, legal 
and administrative independence of the Kingdom.  
The CMA is working on accomplishing strategic goals such as supporting the growth 
of assets, encouraging the issuance of Sukuk and improving the financial markets 
which are not performing as they should.1205 The Chairman believes that although the 
CMA of Saudi Arabia is giving Sukuk a great deal of attention, the Sukuk market in the 
Kingdom is still below the desired level. The CMA is working hard to develop this 
market as it is an important instrument to the national economy and a major player in 
supporting the financing of development projects. The development of this market 
requires concerted efforts and cooperation between multiple departments in the 
Kingdom which can affect the inception, continuation and growth of this market and 
how attractive it is for investors and issuers. 
The major challenge in the Sukuk and debt instruments market that is contributing to 
the slow development of this sector is the lack of variety in investment products, which 
does not meet the requirements of different classes of investors to enable them to 
diversify their investments and find financing alternatives for public and private 
projects. In response to that, the CMA is paying a high level of attention to this market 
through a number of initiatives. One of their foremost initiatives is to develop a national 
strategy about the importance of such instruments, enhance the efficiency of debt 
instruments issuance and develop the legal infrastructure to support the development 
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of securitisation by simplifying the procedures of issuance and overcoming 
organisational and structural difficulties. This, in turn, will give the Saudi capital market 
the opportunity to attract the issuers and investors in of this market.1206  
Additionally, the Chairman revealed during his talk that the CMA was reviewing the 
current procedure and requirements to issue Sukuk in order to adopt a different review 
methodology and set different requirements for issuance based on several 
considerations such as: making it easier and faster to find out the former history of the 
company who is floating the Sukuk; the credit rating history of the issuer; the target 
categories of investors and the level of complexity involved in the debt 
restructuring.1207  
Furthermore, the Chairman highlighted that the CMA was in the process of issuing 
new regulations for SPVs related to the issuance of debt instruments: these were 
aiming to increase the attractiveness of the financial market as a funding source, to 
activate the trading of securities issued by asset securitisation store and to protect 
those assets., He acknowledged the need for establishing more specialised centres 
to develop Islamic financial products in universities that will, it is hoped, constitute the 
basis for the formation of qualified professionals in this industry.1208 
There has been new development with regards to the regulations that could help the 
development of Sukuk and its secondary market in Saudi Arabia such as the New 
Corporate Law that came into effect on 2nd May 2016,1209 as a replacement to the 
previous Companies’ Law which was enacted in 1965.1210 The Kingdom was in need 
of this new law due to the huge changes and development that occurred in almost all 
sectors of the economy in general and to companies in particular. In this regard, the 
Minister of Commerce and Industry, Tawfiq Al Rabiah, made the following statement:  
“This new law comes as one of the most prominent economic regulations for 
development; issued by the state to provide a regulatory environment, to act as 
incubator that stimulates initiatives and investment. This is to enhance the role 
                                                          
1206 Ibid. 
1207 Ibid. 
1208 Ibid. 
1209 Royal Decree No M3 dated 10/11/2015. 
1210 Royal Decree No M6 dated 22/04/1965. 
233 
 
and value of companies and to develop their activities and contributions in 
supporting the National Economy”.1211  
In addition, he added that the new system had laid the legal basis for allowing the joint 
stock companies to issue debt credits or negotiable financing instruments according 
to the Capital Market System.1212 This new law eased some of the requirements to 
establish a new Joint Stock Company (JSC) by reducing the minimum capital from two 
million Riyals to only five hundred thousand Riyals .1213 Also, only two partners can 
establish a JSC instead of five as previously.1214 Even a single person company can 
be created with a minimum capital of five million Riyals.1215 The new law allows debt 
instruments and Sukuk to be converted into shares. However, such conversion cannot 
be made if the terms of issuing the instruments or the Sukuk do not permit it, or if the 
instrument certificate holders do not approve of such conversion.1216 
Although many challenges are still affecting the Sukuk market, at the time of writing, 
and as the new law needs some time to prove its reliability, the interest shown by some 
officials as mentioned above, together with the new Saudi Vision 2030 and also the 
new corporate law, are all positive signs showing the Sukuk market might be in a better 
position in the future. For example, the new corporate law seems favourable to debt 
instruments and to Sukuk as it encourages the creation of companies by reducing the 
minimum capital and allowing a company to be formed by two parties or even a single 
one with a higher minimum of capital.1217 
In addition, the new legislation aims to boost the creation of new companies by 
allowing a JSC to issue convertible bonds and debt instruments including Sukuk and 
by allowing a JSC to issue bonds or Sukuk that exceed the JSC’s capital. As this was 
not possible under the previous regulations, it will likely be welcomed by participants 
in debt capital markets, which will place bonds and Sukuk in a better position.1218 
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Also, the Deputy Minister for Internal Trade, Tarek Al Naeim, stated that the new law 
can help the private sector by increasing its contribution to boost economic 
development through facilitating the procedures to set up companies, allowing more 
flexibility by permitting the announcement of establishing contracts and basic rules 
using the Ministry’s website and finally laying the legal framework for the holding 
companies.1219 The researcher believes that the Sukuk market and its secondary 
market will benefit from this new law which will greatly increase the number of JSCs 
that may need to finance their projects via Sukuk.  
Article 121 of the new law states that the JSCs must observe the principles of sharia 
when issuing and trading in debt instruments or Sukuk,1220 although there is no 
explanation about who is responsible to determine whether Sukuk and debt 
instruments are sharia-compliant or not. Are conventional bonds counted as sharia-
compliant so that they can be traded? Further clarification is still needed from the 
ministry or CMA in this respect. 
Furthermore, in May 2016 both the Governor and Vice Governor of the SAMA gave 
speeches during the First Islamic Banking and Finance Research Conference,1221 
highlighting the importance of Islamic finance; as the Governor of SAMA said: 
“Islamic banking has gained growing international attention over several decades 
due to its large growth and resilience to financial crises as well as the nature of 
sharia-compliant finance models that focus on the principles of investment in real 
assets and risk-sharing. The Islamic finance model has contributed to the spread 
of real-asset-based finance principles and led to their adoption at a G20 summit 
as an ideal option for the finance of infrastructure projects in many countries”1222  
Then the Governor provided information and figures showing the importance of this 
type of finance such as the fact that there are more than 2,000 financial institutions 
providing sharia-compliant financial product assets which have reached over US$2 
                                                          
1219 Ministry of Commerce and Investment, 'Approving and Issuing the New Corporate Law Provides 
an Incubator Environment that Stimulates the Investment in the Kingdom' (2015) 
<https://mci.gov.sa/en/MediaCenter/News/Pages/09-11-15-01.aspx> accessed 12 December 2017. 
1220 New corporate law 2015 Article 121. 
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1222 Saudi Arabian Monitory Authority, 'Speech of H.E. The Governor of SAMA at the First Islamic 
Banking and Finance Research Conference' (2016) <http://www.sama.gov.sa/en-
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trillion internationally. Also, he stated that the Sukuk volume had reached US$300 
billion, nearly one-third of which is shared by the GCC countries. Also, the cooperative 
insurance sector has exceeded US$20 billion more than 40 percent of which is 
accounted for by the GCC countries.1223 
The Governor concluded his talk by highlighting the need for more studies in this field 
and stated that “the scarcity of research and studies and the limited number of 
researchers specialising in Islamic banking legislation are among the impediments to 
the growth and development of the Islamic finance industry”.1224 The Vice Governor 
also reiterated the importance of Islamic finance and the need for more attention to be 
paid to this field and to develop this sector.1225 
In order to show the new strategy that Saudi Arabia is adopting to develop the financial 
sector in Saudi Arabia, a number of speech extracts were quoted from certain 
members in authority in different ministries and government organisations in Saudi 
Arabia, such as the Chairman of the CMA, Mohammed Jadaan who is now the Minister 
of Finance, the Minister of Commerce and Industry, Tawfiq Al Rabiah, and the 
Governor and the Vice Governor of the SAMA.  
Also, the Saudi authorities seem to have now realised the need to update laws taking 
into consideration Islamic finance as an important part of the Kingdom of Saudi Arabia. 
In this respect, the Saudi authorities have recently been attending and holding several 
meetings and conferences about Islamic finance. Most particularly, Sukuk have been 
targeted by the strategic plan of the CMA covering the period 2015-2019; See Figure 
11 regarding the CMA’s plan.1226 The Saudi Vision 2030 has also come into line on 
this with an interest in having more developed laws and regulations and also to make 
more use of Islamic finance concurrent with the Saudi Vision 2030. This is what is 
going to be discussed now. 
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Figure 11: Strategic Plan Themes and Objectives of the CMA 
https://cma.org.sa/en/AboutCMA/AnnualReport/Documents/cma_2015_report.pdf 
 
6.6 Saudi Vision 2030 
There has already been mention in Chapter Three of the Saudi Vision 2030 and the 
optimistic future for the economy of Saudi Arabia, especially the focus on updating the 
laws and regulations of the country to keep up with the development of the economy 
in the developed countries.1227 The Vision is expected to promote the Sukuk market in 
Saudi Arabia, as stated in the Vision:  
                                                          
1227 See 3.6 above. 
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 “Our Vision is to maximize our investment capabilities by participating in large 
international companies and emerging technologies from around the world. This 
will ensure that we become market makers in selected sectors, as well as a 
leader in competitively managing assets, funding and investment. All of this will 
require the formation of an advanced financial and capital market open to the 
world, allowing greater funding opportunities and stimulating economic growth. 
To this end, we will continue facilitating access to investing and trading in the 
stock markets. We will smooth the process of listing private Saudi companies 
and state-owned enterprises, including Aramco. This will require deepening 
liquidity in our capital markets, fortifying the role of the debt market and paving 
the way for the derivatives market.”1228 
As there are no special regulations for Sukuk in Saudi Arabia yet, they fall under the 
debt market; however, the researcher is optimistic about the future of Sukuk and 
Islamic finance in Saudi Arabia, especially given that the CMA has recognised that 
more efforts are needed with regards to Sukuk and that they have been included in 
the strategic plan which should be achieved in the next few years. 
The CMA has successfully developed its regulations in some parts of the market 
through, for instance, easing the listing requirements for companies in the stock 
market with greater efficiency than before. Indeed, previously, this involved a lengthy 
and costly process handled by many government agencies like the SAMA, the Ministry 
of Commerce and Industry, the CMA and a number of other agencies.1229 However, 
the researcher believes that a remaining problem is facing Islamic finance: the CMA 
and the SAMA, who both have the power to develop the regulations for Islamic finance, 
still do not seem to acknowledge the differences between conventional and Islamic 
finance, especially with regard to what can be labelled as Islamic as these regulatory 
agencies have left this to the financial companies themselves. This, in turn, has been 
the cause for some exploitation and the loss of customer trust. However, positive signs 
can be seen with this Vision which can contribute to the development of Islamic finance 
                                                          
1228 Saudi Vision 2030, 'Saudi Vision 2030 the Council of Economic Affairs and Development Issued 
the Decision No. (3-31/37) dated 19 April 2016' (Saudi Vision 2016) 43 
<http://vision2030.gov.sa/en/media-center> accessed 4 June 2017. 
1229 Capital Market Authority, 'CMA Joins AAOIFI Membership' (2016) 
<https://cma.org.sa/en/MediaCenter/PR/Pages/AAOIFI.aspx> accessed 4 July 2017. 
238 
 
including Sukuk. For example, SAMA1230 and CMA both became members of 
AAOIFI,1231 as mentioned in Chapter Three. Another positive sign is that, any 
proposed future legislation or successful development will be reconsidered in 2020 as 
the Vision 2030 states: “in order to build the institutional capacity and capabilities 
needed to achieve the ambitious goals of Saudi Arabia’s Vision 2030, the National 
Transformation Program 2020 was launched across 24 government bodies operating 
in the economic and development sectors in its first year. It is notable that the 
program’s strategic objectives are linked to interim targets for the year 2020.”1232 
 Moreover, for the first time, Saudi Arabia is currently in the process of issuing 
sovereign Sukuk which will have a tremendous impact on the Sukuk market in Saudi 
Arabia.1233 In 2017, Sukuk are internationally and locally issued by the Debt 
Management Office in the Ministry of Finance,1234 and Islamic finance can benefit from 
both the domestic and the international sovereign Sukuk which will create a long-term 
benchmark for others to price against in the country instead of depending on the 
benchmark from bonds or other conventional finance which is built on the interest 
rate.1235 
 
6.7 Conclusion and Suggestions 
This chapter is made to show the need for more attention towards better environment 
for Islamic finance in Saudi Arabia using Sukuk as an example to show the need for 
more attention regarding to Sukuk. As has been shown previously the meaning of 
Islamic finance and the principles that such finance is built on with the unique 
                                                          
1230 AAOIFI, 'AAOIFI Celebrates Admission of SAMA as Institutional Member at Official Ceremony 
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1232 'National Transformation Program | Saudi Vision 2030' (Vision2030.gov.sa, 2017) 
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characters it has.1236 Then, the strong relation between Islam and Saudi Arabia, which 
should put Saudi on the top of countries to support and support Islamic finance.1237 
Then, showing the way Islamic finance is regulated in Saudi,1238 highlighting some of 
gap between what the Basic Law of Governance stated with regard to finance and the 
current practised.1239 After that, the thesis defines the phrase sharia-compliant and 
discussed the reason of the different Fatwas from different schools of thought 
depending of the uses of Hila.1240 Then, the importance of sharia boards in financial 
institutions and the challenges facing such boards were discussed.1241 
Also, the need of special corporate governance for Islamic finance in Saudi Arabia 
was discussed giving some example of different countries and their practises towards 
Islamic finance. After that the thesis introduced one product of Islamic finance, Sukuk, 
to be a case study to examine the challenges that may face Islamic finance in Saudi 
Arabia. Sukuk was discussed illustrating its importance to Islamic finance and giving 
some history of Sukuk;1242 then showed how it is differ from other types of finances 
particularly the bonds that used in conventional finance.1243 
Then this Chapter came to demonstrate the need for more attention towards better 
environment for Islamic finance in Saudi Arabia using Sukuk as an example discussing 
the challenges the country faces and the possible solutions to overcome them. Sukuk 
have been chosen as they play a vital role in Islamic financial institutions, and they are 
a way of attracting many countries around the world, in both conventional finance and 
also new customers such as Socially Responsible Investing (SRI) who share a similar 
focus on ethics and social consciousness. 
This chapter has therefore given a brief history of Sukuk in Saudi Arabia, highlighting 
the growing interest of such Sukuk. Moreover, the challenges facing Islamic finance 
and Sukuk were presented including the fact that Sukuk have been treated as 
conventional finance products instead of being regulated by specific laws that can 
protect and help to develop this market. In addition, the chapter has highlighted the 
                                                          
1236 See 2.2 also 2.5 and 2.7 above. 
1237 See 3.2 also 3.2.2 and 3.2.3. 
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recent development in Saudi Arabia in terms of the new laws and regulations that have 
recently been implemented or that are currently being drafted.  They can soon be 
implemented in accordance with the Saudi Vision 2030, which may have a tremendous 
impact on Sukuk in the near future. 
Based on what has been discussed earlier, a number of suggestions may be made 
that might be important points for the regulators to consider in order to develop this 
market. Considering such points would benefit the economy of the country and place 
it ahead of other countries with regard to Islamic finance, as it should be, because it 
enjoys unique features that it should take advantage of: such as hosting the two Holy 
Mosques, the fact that the vast majority of its population believe in Islam and in the 
prohibition of Riba, and also the fact that the country is governed by sharia law.  
One of the suggestions relates to the importance for the SAMA and the CMA to take 
advice from other central banks and organisations already working with Sukuk, such 
as the Central Bank of Bahrain, the Dubai International Financial Centre and Bank 
Negara Malaysia, to learn from their experiences, whether positive or negative, and 
build on their experiences to achieve a better-performing Sukuk market. Furthermore, 
opening up with other central banks, especially in the GCC countries, is preferable as 
they already entered into an Agreement on the Execution of Rulings in 1995 (the GCC 
Convention) for the recognition and enforcement of both court judgments and arbitral 
awards without re-examination of the merits.1244  
As discussed in this chapter, a central sharia board to supervise the Fatwas for the 
new products created by different financial institutions is needed in order to control 
products that are covered under the Islamic label just to have access to more investors 
not keen on investing in products that contradict sharia.  
Moreover, in order to encourage the Islamic finance sector to create and develop 
financial products that reflect Islamic ethics and values, another suggestion may be to 
have a special rating scale to measure the compatibility of a financial product to sharia. 
This rating scale could be added to the credit rating for Islamic financial products to 
encourage banks and financial institutions and their sharia boards to keep developing 
their financial products to meet the fundamental principle of Islamic standards. 
                                                          
1244 Khalid Alsaeed, 'Sukuk Issuance in Saudi Arabia: Recent Trends and Positive Expectations' (PhD, 
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Regulators should give a chance to scholars, lawyers and economists to form a better 
structure to serve Sukuk instead of being tied up with regulations designed to assist 
the debt market and conventional securities.  
Finally, the Saudi Vision 2030, together with the new laws that have just been 
implemented and those under process, and in addition to the recent growing interest 
of regulators in Islamic finance, are all good signs that Islamic finance and Sukuk will 
be given more attention and will be served better than before. 
However, the new promises which have already been given above to develop the 
Sukuk and Islamic finance do not cover all the challenges that have been mentioned 
earlier, which indicate that there is more work to be done in order to make the most 
use of Islamic finance. 
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 Chapter Seven: Conclusion and Recommendations 
7.1 Conclusion 
People and organisations who engage with, or have an interest in, finance have 
witnessed the rapid progress of Islamic finance over the past four decades. Such 
growth has encouraged many major financial institutions to become involved, in one 
way or another, in this particular form of finance.1245 This has resulted in an increase 
in the number of countries allowing such finance to enter their countries. Islamic 
financial institutions are now operating in more than a hundred countries,1246 and more 
countries have introduced, or are considering introducing, legislation that complies 
with the regulatory framework of this industry.1247 
Islamic finance is not a new discovery; Islamic finance law has been part of Islamic 
law since its inception more than 1400 years ago and is built on basic principles that 
are deeply rooted in the teachings of the sharia,1248 However, the impact and influence 
of European colonisation in the Muslim world may have lessened both the spirit and 
the status of this legal framework over a long period of time.1249 It was only about 40 
years ago that Islamic financial law began to regain its importance within the banking 
sector, as a growing number of Muslim countries decided to adopt this particular 
financial system with its conformity to Islamic principles.1250 
In the middle of the 19th century Saudi Arabia started to develop rapidly because of 
the discovery of oil.1251 The country started to need banks, and then regulations to 
govern those banks. This resulted in the establishment of the Saudi Arabian Monetary 
Authority (SAMA) as a Central Bank in 1952.1252 SAMA as a government institution 
has to work according to the law governing the country, which is Islamic law. Thus, it 
is stated in its Charter that it would not act in any manner which conflicts with the 
                                                          
1245 Craig R Nethercott and David M Eisenberg, Islamic Finance: Law and Practice (Oxford University 
Press 2012) 2. 
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teachings of the Islamic Law.1253 However, it has licensed conventional commercial 
banks and supervised financial activities on a conventional financial basis, including 
allowing financial institutions and banks to deal with Riba.1254 This shows that there is 
difference between law and practice. 
The absence of successful examples of central banks that regulated Islamic finance 
at that time could justify the practice of SAMA to be done under the provision of 
necessity.1255 But with the development of Islamic finance and its regulations there 
leaves a question mark as to why SAMA has still not done enough to develop rules 
and regulations that are more suitable to Islamic finance, and what legal challenges 
are now facing Islamic financial products in Saudi Arabia.1256 
In order to answer such questions some basic points need to be clarified and then 
linked together to give a logical sequence to understanding and then answering these 
questions. Thus, Chapter Two defined Islamic finance,1257 and highlighted the main 
differences between such finance and conventional finance.1258 This chapter then 
briefly introduced the historical stages Islamic finance and banking went through from 
the period just before Islam began up to the present day.1259 This includes the gap in 
the period when Islamic finance almost lost its identity in many Muslim countries 
because of Western colonialism which has had its impact on the development of this 
type of finance globally, and also on the recent financial crisis in 2007, which 
contributed to the increase in popularity of Islamic finance.1260 An Islamic financial 
system would prohibit debt and risk-shifting in favour of risk-sharing and equity 
finance, which would give more stability to the market.1261 
This then follows an overview of the structures that Islamic law is built on,1262 including 
the main four Sunni schools of thought which have a significant influence on Fatwas 
regarding the compliance of financial contracts with sharia law.1263 Then the chapter 
discussed the major prohibited acts in Islamic finance to clarify the aspect that has to 
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be considered when approving a financial contract;1264 the fact that those acts have to 
be avoided when providing a financial contract is crucial for understanding the next 
chapters. Following on from this, the freedom of contract in Islamic finance was 
highlighted to show that new Islamic financial contracts can be created when certain 
rules are followed.1265 Finally, some examples of Islamic financial contracts were 
provided to give a better understanding of Islamic finance.1266 This chapter is essential 
to the work as it is not appropriate to discuss the challenges that face Islamic finance 
in Saudi Arabia without discussing the context and what is meant by Islamic finance. 
After defining Islamic finance and Islamic principles the thesis went on to introduce 
Saudi Arabia,1267 which is the case study of the thesis. Saudi Arabia is a country that 
has chosen Islamic law to be the law of the country.1268 Thus, Chapter Three describes 
Saudi Arabia and its legal system with respect to Islamic finance. After defining Islamic 
finance in the previous chapter,1269 this chapter showed the relationship between 
Islamic finance and Saudi Arabia in order to develop the themes of this thesis and to 
find out the challenges that may face such financial institutions in Saudi Arabia.1270 
This chapter started by giving the relevant historical background about Saudi Arabia 
including the legal background to demonstrate the close link between Islam and the 
law of the country.1271 
After that, the structure of the Saudi legal system was provided including the 
regulatory, the executive and the judicial authorities in the Kingdom to show where the 
position of Islamic finance in the country is.1272 Also, the chapter highlighted one of the 
challenges that Islamic finance may face regarding the judicial sector, as most of the 
financial disputes, including Islamic finance, are not being referred to courts to be 
looked at by judges, whom are granted their independence by law; instead disputes 
are usually handled by special committees whose independence is questionable.1273 
They are created to be under a particular ministry supervision to carry out their judicial 
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functions. However, they belong to the executive branch rather than the judicial 
branch. Therefore, these committees are not sufficiently independent.1274  
This chapter continued by illustrating the financial activities in Saudi Arabia which 
include the Banking Control Law,1275 the Saudi Arabian Monetary Authority (SAMA)1276 
and the Capital Market Authority,1277 all of which play a vital role in the financial sector 
in Saudi Arabia; and so it is very important that this is discussed by showing their links 
to Islamic banking and finance and then categorising different kinds of banks in the 
country with respect to their relationship with Islamic finance to prove that not all 
financial institutions are working in accordance of sharia.1278  
Finally, the 2030 Saudi Vision was presented to show the recent development in the 
country which may benefit Islamic finance in Saudi Arabia. The Vision was introduced 
here to be part of the chapter that set out most of the important laws, activities and 
organisations that relate to finance in Saudi Arabia.1279 
However, further links between the Vision and Islamic finance are presented in 
Chapter Six.1280 Chapter Three is vital to the thesis as it sets out the basics that Saudi 
Arabia for example committed itself by law to follow sharia in all respects; whereas in 
practice there are some breaches or gaps in the law and in the regulations which need 
remedying to achieve the best practice for such finance;1281 and that is what Chapter 
Four is trying to show. 
Chapter Four is considered one of the most vital chapters to this thesis as it shows 
most of the challenges relating to Islamic finance in Saudi Arabia. It would be hard to 
discuss this chapter without understanding the two previous chapters, as this chapter 
is built on the conclusions of the two previous chapters put together. This can be seen 
when Chapter Four discussed the importance of sharia boards in Islamic financial 
institutions.1282 The sharia boards are required to guarantee that all financial products 
they approve are sharia compliant. It should be easy to define sharia compliance after 
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understanding the essential basics of Islamic finance as discussed in Chapter Two.1283 
In addition, there is discussion on the major rules of Islamic finance such as the 
prohibition of Riba, gharar and maisir,1284 and also the different Islamic schools of 
thought1285 with some examples of financial contracts that have been used and still 
exist in Islamic finance, such as Mudaraba, Murabaha and Salam1286. These are 
explained in Chapter Two and help to discuss Hila and the position of each school of 
thought towards it.1287 
In order to answer questions such as, to what extent does Saudi Arabia commit to its 
own Islamic laws with respect to Islamic financial institutions in the Kingdom and what 
laws are really being applied to Islamic finance in Saudi Arabia. Chapter Four needs 
to acquire all the points discussed in Chapter Three: from the legal background of 
Saudi Arabia,1288 the link between Islam and sharia law,1289 to the structure of the 
country’s legal system,1290 and the financial activities and laws governing the financial 
sector.1291 All these points need to be kept in mind, to be able to discuss the current 
practices in Islamic finance and the role of sharia boards in financial institutions to 
ensure the compliance of their financial products to Islamic principles.  
In addition, the chapter stressed the need for the involvement of a legal regulatory 
body to participate in and to be part of the remedy in order to have a better environment 
for Islamic finance,1292 by securing the independence of sharia boards and by 
removing procedures in some financial institutions that might mislead customers by 
labelling non-sharia-compliant products as sharia compliant.  
Thus, this chapter highlighted the situation of sharia boards in Islamic financial 
institutions in Saudi Arabia from a legal point view and looked at how the corporate 
governance of Islamic financial institutions compares with the current situation of some 
other countries including the neighbouring countries in the GCC countries.1293 
Therefore, the researcher concluded this point by pointing out the need for sharia 
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governance set by the regulators to be part of the corporate governance for financial 
institutions that provide financial products that are sharia compliant;1294 and a 
suggested framework is therefore made at the end of this thesis.1295  
Lastly, the chapter discussed the idea of creating a Central Sharia Board to supervise 
individual sharia boards in financial institutions, highlighting the advantages of creating 
one to be at the top of the sharia boards in the financial institutions and to be part of 
the sharia governance.1296 The framework and legal requirements to create a Central 
Sharia Board is made in the last chapter.1297 Then, the thesis chose one of the Islamic 
financial instruments as a case study to show some of the challenges facing Islamic 
finance in Saudi Arabia and to emphasise the need for sharia governance that was 
discussed in Chapter Four. 
Chapter Five introduced Sukuk, an Islamic financial instrument, as a case study to 
show in practice the challenges that may face Islamic finance in Saudi Arabia and the 
need for more attention from the regulators to develop a market which conforms with 
Islamic principles. As these principles form the basis of the law governing Saudi 
Arabia, the country should lead the development of Islamic finance so avoiding 
contradicting its laws by regulating and working with financial activities that are 
inconsistent with sharia. Sukuk was chosen to be the case study as they can be 
organised and built on different forms of Islamic financial contracts, and because of 
their popularity in many countries including Saudi Arabia.1298 
This chapter defined Sukuk and gave a brief history of their development and the 
growing interest of this product.1299 Then it went on to differentiate this product from 
other types of financing instruments, particularly bonds that are used in conventional 
finance.1300 Also, this chapter explained the basic idea of Sukuk in general and how 
they work showing that Sukuk can be assets-backed or assets-based and the 
differences between them.1301 Also, which Sukuk can be traded in the secondary 
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market was clarified.1302 Finally, this chapter discussed different types of contracts that 
are used in Sukuk to show which ones can be traded in a secondary market.1303  
This chapter is closely linked to the next chapter which discussed Sukuk in Saudi 
Arabia examining the validity of the current laws and regulations that have their effects 
on Sukuk. Thus, the next chapter highlighted the challenges and difficulties that might 
face Sukuk in Saudi Arabia.1304 
Chapter Six is another chapter that aims to determine the challenges facing Islamic 
finance in Saudi Arabia in order to suggest some reforms to help in developing Islamic 
finance further. This chapter looked at the way Saudi Arabia regulates Sukuk. Sukuk 
are already defined and discussed in detail in the previous chapter to make it easy for 
this chapter to focus on Saudi Arabia,1305 
In addition, the legal system of Saudi Arabia was described and discussed in Chapter 
Three,1306 then some challenges facing Islamic finance were illustrated in Chapter 
Four.1307 More challenges related to Sukuk were discussed in Chapter Six, such as 
the absence of regulations that target Sukuk in Saudi Arabia with the recommendation 
to open more links with organisations that focus on making standards and rules that 
suit Islamic financial products such as Sukuk.1308 
In addition, the chapter identified a challenge related to choosing Saudi Arabia as the 
governing authority. Sukuk disputes in Saudi are seen by the Committee for the 
Resolution of Securities Disputes (CRSD) not by a sharia court. The challenge was 
debated in detail and the researcher’s point of view was presented.1309  
The chapter also highlighted the absence of suitable regulations for Islamic finance in 
general, and in the example of Sukuk this absence might push issuers and sharia 
boards to structure Sukuk in the form of bonds in order to be accepted by the 
regulator,1310 which in turn slows up the development of such an important financial 
instrument. This can be more serious with the absence of sharia governance when the 
                                                          
1302 See 5.7 above. 
1303 See 5.7 and 5.8 above. 
1304 See 6.4 above. 
1305 See 5.2 above. 
1306 See 3.2.2 above. 
1307 See 4.5 above. 
1308 See 6.4 below. 
1309 Ibid. 
1310 Ibid. 
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independence of sharia boards in financial institutions are questionable. This may 
make some financial institutions push sharia boards so hard to give Fatwas on 
financial contracts that are no different than the financial contracts in conventional 
financial institutions, which are mainly based on Riba, instead of putting the effort in to 
provide real Islamic finance.1311 The challenge was followed by another challenge 
which was the absence of a central sharia board. A lack of a central sharia board can 
affect in a negative way the confidence of investors, as religion can be used in a bad 
way to get advantages from investors who seek legitimate contracts which could 
threaten the whole financial market in a country, especially in a Muslim country like 
Saudi Arabia.1312 
Furthermore, the chapter discussed the challenge relating to Sukuk defaults and the 
bankruptcy law in Saudi Arabia, as the previous default in Sukuk gave rise to some 
concerns regarding insolvency regulations which have some uncertainty to them. 
Thus, there was a need to update and improve regulations regarding insolvency as 
the current regulations indicate that there is a need for a more developed framework. 
Consequently, the government felt the need to update the laws coinciding with the 
2030 Vision and introduced a new bankruptcy law in February in 2018.1313  The new 
law will not only benefit Islamic finance and Sukuk, but also all economic activities 
whether based on Islamic or conventional rules. 
Then the chapter discussed another challenge that may face Sukuk and its popularity 
in Saudi Arabia, which is the high cost of a credit-rating agency as there were no credit-
rating agencies in Saudi Arabia. However, in August 2017 two agencies started to 
work from Saudi and more are going to be licensed soon. 
This may benefit the Saudi capital market in general including the Sukuk market which 
should increase competition amongst credit-rating agencies, in addition to improving 
performance and lowering costs; this in turn will benefit all Sukuk issuers especially 
small and medium size enterprises.1314 
The final challenge discussed was the secondary Sukuk market in Saudi Arabia, as it 
suffers from a lack of commercial deals or operations. This was caused by the limited 
                                                          
1311 See 4.9 and 6.4 above. 
1312 Ibid. 
1313 See 6.4 above. 
1314 Ibid. 
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supply of instruments, which made investors prefer to hold them to maturity, leading 
to the absence of a vibrant secondary market in Sukuk.1315 The only solution, from the 
researcher’s point of view, is in the hands of regulators to encourage Islamic finance 
in general and the issuance of Sukuk in particular, by creating a suitable legal 
environment for this kind of market and to respond to the challenges discussed earlier 
by adopting the best practices.  
Then the chapter highlighted the recent development in Saudi Arabia in terms of the 
new laws and regulations that have recently been implemented or that are currently 
being drafted.1316 Also, decision-makers, such as the Chairman of the CMA, the 
Minister of Commerce and Industry, the Deputy Minister for Internal Trade, and also 
both the Governor and Vice-Governor of the SAMA, all felt the need for new 
regulations to encourage the economic development of the country.1317 Furthermore, 
some of them emphasised in particular the need to develop Islamic finance including 
Sukuk.  such as the need to adopt a different review methodology and set different 
requirements for issuance based on several considerations such as: making it easier 
and faster to find out the former history of the company who is floating the Sukuk; the 
credit-rating history of the issuer; the target categories of investors and the level of 
complexity involved in the debt restructuring; and also, introducing a New Corporate 
Law which may contribute to the development of Sukuk and its secondary market.1318 
Saudi authorities seem to have now realised the need to update laws taking into 
consideration Islamic finance as an important part of the Kingdom of Saudi Arabia. In 
this respect, the Saudi authorities have recently been attending and holding several 
meetings and conferences about Islamic finance. Most particularly, Sukuk have been 
targeted by the strategic plan of the CMA covering the period 2015-2019.1319  
Finally, the chapter showed the attention that the Saudi Vision 2030 is giving to 
developping new laws and regulations that may have a tremendous impact on Sukuk 
and Islamic finance in general in the near future, especially given that the CMA has 
recognised that more efforts are needed with regards to Sukuk and that they have 
been included in the strategic plan which should be achieved in the next few years.  
                                                          
1315 See 6.4 above. 
1316 See 6.5 and  6.6 above. 
1317 See 6.5 above. 
1318 Ibid. 
1319 Ibid. 
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However, regulators still do not seem to acknowledge the differences between 
conventional and Islamic finance, especially with regard to what can be labelled as 
Islamic, as these regulatory agencies have left this to the financial companies 
themselves, and it has required economics and researchers and this thesis to draw 
their attention to this important issue. 
On the other hand, positive signs can be seen with this Vision which can contribute to 
the development of Islamic finance including Sukuk. For example, SAMA and CMA 
both became members of AAOIFI.1320 In addition, the Vision brought about the issue 
of sovereign Sukuk which will have a tremendous impact on the Sukuk market in Saudi 
Arabia; the Sukuk are internationally and locally issued by the Debt Management 
Office in the Ministry of Finance,1321  
7.2 Recommendations 
After discussing the situation of Islamic finance in Saudi Arabia and the need for the 
regularity bodies in the country to adopt extra regulations for better Islamic finance, 
this section will give some recommendations for a better Islamic financial environment. 
Based on what has been discussed earlier, a number of suggestions are considered 
to be important points for the regulators to adopt in order to develop this market. 
Considering such points would benefit the economy of the whole country and would 
place it ahead of other countries with regard to Islamic finance; and this is as it should 
be, because of the unique features that Saudi Arabia enjoys which it should take 
advantage of, such as hosting the two Holy Mosques, the fact that the vast majority of 
its population believe in Islam, the prohibition of riba, and also the fact that the country 
is governed by sharia law.1322 
It should be noted that it is only 40 years since the engagement of Islamic finance with 
modern financial activities. The whole Islamic market is still reconfiguring itself again. 
Islamic finance used to follow its true origins which were a mix of both a profitable and 
an ethical base, then for a long period of time it lost sight of this and was replaced by 
conventional finance. Then the Islamic finance started to come back, after losing its 
identity, on a pathway that did not directly collide with the conventional financial system 
                                                          
1320 See 6.6 
1321 See 6.6 above. 
1322 See 3.2 and 3.2.2 above. 
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and the modern laws and regulations that govern this type of finance. This pathway 
led to a slight abdication of sharia scholars and Islamic economists in some cases on 
some Islamic principles under the umbrella of necessity in order not to deprive Muslim 
countries and communities from their economic development. This does not mean 
surrendering to reality but this should be a starting point and development is supposed 
to continue to evolve; by detecting the problems year after year it is attempting to 
return to the blueprint of Islamic finance. This means that the current financial products 
should not stay the same for very long; they should be re-examined and developed to 
be as close as possible to fulfilling what is true Islamic finance.  
This also can be said for Saudi Arabia and its engagement with Islamic finance, as 
has been discussed earlier, that when Saudi Arabia first engaged with financial 
organisations, there was no strong position for Islamic finance. Thus, it adopted the 
available option at that time which was conventional financial system. However, as the 
country chose to be governed by sharia law, it stated that all laws should be in 
accordance with sharia law. The researcher can argue that when Saudi chose 
conventional financial system it was under necessity. However, Islamic finance has 
developed since that time and Saudi Arabia should be the first country to contribute to 
the development in Islamic finance. Islamic finance has proven its strength during the 
past decade and during the last financial crisis.1323It is now the time for Saudi Arabia 
to open up its Islamic finance and help such finance until it reaches a point when there 
will not be a need to regulate financial activities that contradict with sharia law. In order 
to reach this point, regulators in Saudi Arabia should make every effort to ensure that 
the Islamic finances that are practised in the country is done in the right way. This is 
why the thesis will now give some recommendations to regulators in order to develop 
this market. The suggestions will be categorised into three parts depending on who 
should be responsible to make it work. 
One of them is the Central bank and the CMA should exchange experiences with other 
central banks and organisations already working in Islamic finance, such as the 
Central Bank of Bahrain, the Dubai International Financial Centre, the Bank Negara 
Malaysia, and the AAOIFI to learn from their experiences, whether positive or 
negative, and to build on their experiences to achieve a better performing Islamic 
                                                          
1323 See 2.5 above. 
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finance. Furthermore, opening up with other central banks, especially in the GCC 
countries, is preferable as they have already entered into an Agreement on the 
Execution of Rulings in 1995 (the GCC Convention) for the recognition and 
enforcement of both court judgments and arbitral awards without re-examination of the 
merits.1324 
Another recommendation is that a legal development committee for Islamic finance 
should be established (LDCIF) by SAMA which should consist of specialised members 
in different fields such as law, finance, sharia and the economy, to help SAMA to 
develop its regulations that supervise Islamic financial institutions to have the best 
practice in order to develop Islamic finance. Instead of applying the same regulations 
that are designed for conventional finance, it is time to have regulations that help 
financial institutions and financial developers to create financial products that are 
genuinely sharia compliant. 
Also, one of the recommendations is activating the role of the Islamic Banking 
Committee that already exists and is recognised by SAMA but does not have an active 
role.1325 At the moment this committee, which consists of representatives from all 
banks that offer Islamic financial products whether full-fledged Islamic banks or 
conventional banks, are hardly known even by people who are interested in the field 
of Islamic finance. Even SAMA does not approve any result or recommendation of the 
committee. This committee should submit a report to the suggested committee, 
LDCIF, pointing out all the legal challenges or suggestions that could contribute in 
developing the Islamic finance market, to be studied by the LDCIF committee whose 
goal it is to develop the regulations and laws that govern Islamic financial institutions.    
In addition, it is recommended there is established a Central Sharia Board to become 
the highest authority that specialises in Fiqh al-Muamalat (Islamic commercial 
jurisprudence) to oversee and advise on matters connected with finance and business 
in respect of sharia matters to regulators and government authorities. The criteria and 
regulations for creating the Central Sharia Board is left to the regulators. However, the 
                                                          
1324 Khalid Alsaeed, 'Sukuk Issuance in Saudi Arabia: Recent Trends and Positive Expectations' (PhD, 
University of Durham 2012) 99. Also, Dubai International Financial Centre, 'Guide to Dispute 
Resolution in the Middle East' (Herbert Smith LLP 2010). 
1325 See Error! Reference source not found. also 4.7 and 4.12. 
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researcher will propose some guidelines for establishing this Central Sharia Board; 
the relevant standards are inspired by the AAOIFI Governance Standard.1326 
- The Central Sharia Board should be situated under the Council of Senior 
Scholars, which is the highest sharia authority in Saudi Arabia for Fatwa.1327 
- Establishing this Board should be made by a Royal decree to set up the Board 
stating its position and responsibilities.    
- Members of this Board should be appointed by the Senior Scholars Council in 
Saudi Arabia, which would increase the independence as the Senior Scholars 
Council is not under the pressure of Islamic financial institutions or other 
authorities as the Council is linked directly to the King.1328 
- The government should be responsible for paying and fixing the remuneration 
of the Board’s members. It should be treated as part of the Council of Senior 
Scholars to ensure the independence of individual members. 
- Members of the Central Sharia Board should be jurists who are specialised in 
Fiqh al-Muamalat (Islamic commercial jurisprudence) and may include others 
such as experts in Islamic banking, finance, law and accounting, but who should 
also be experts in the field of Islamic financial institutions and with knowledge 
of Fiqh al-Muamalat. 
- The Board should have the duty of directing, reviewing and supervising the 
activities of the Islamic financial institutions in order to ensure that they are in 
compliance with sharia principles and rules. The Fatwas and rulings of the 
board shall be binding on the Islamic financial institution. 
- The Central Sharia Board should issue Fatwas and decisions in relation to its 
area of work and also approving Sukuk structures and documentation for 
sovereign and government Sukuk, as referred to it by the CMA. In addition, it 
should validate the product structures, services and tools offered by Islamic 
financial institutions. Furthermore, it has the task of reviewing and approving 
regulatory bodies’ directives relating to Islamic finance to ensure sharia 
compliance and also, providing sharia consultation to the regulators, 
                                                          
1326  AAOIFI Governance Standard No. 8 issued in 2017. 
1327 See 3.3.1.3 above.3.3.1.3 
1328 See 3.3.1.3 above. 
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government and relevant authorities with regard to various laws, rules and 
regulations.  
- The Board should have an advisory role supporting the Central Bank SAMA 
and the Capital Market Authority (CMA) in defining broad principles for profit-
and-loss calculation and distribution among investment accountholders/similar 
stakeholders and shareholders for Islamic financial institutions; and in addition, 
providing sharia advice to the regulators, when drafting regulations that applies 
to Islamic financial institution. 
- Most of the functions of a Central Sharia Board relating to advisory and Fatwas 
are passive (reactive) in nature. It only affords Fatwa or advice or guidance 
when asked for it by the appointing authority or SAMA or CMA. However, the 
Board can be proactive in nature when it concludes that a major non-
compliance of sharia principles and rules has occurred, and regulators have not 
been taken any action.  
- The appointment authority should issue an appointment letter for every 
member, stating the engagement terms and terms of reference.  
- The Board should be made up of a suitable number of members to provide a 
diversity of members and to enable them to discharge their functions and duties 
efficiently and effectively. It should include relevant experts to allow the board 
to have access to accurate and relevant advisory services whenever needed. 
- The Board shall include sharia scholar members and expert members; this may 
include sharia scholars who work as members of sharia boards in Islamic 
financial institutions on a condition that it does not exceed one-third of the total 
number of the Central Sharia Boards’ members. 
- The minimum number of total members of the Central Sharia Board should be 
7 members as the Board would be responsible for multiple industry segments. 
- The majority of the members should be the sharia scholar members within or 
outside the Saudi Arabia. They should meet the fit and proper criteria applicable 
to sharia scholar members. 
- In case of removing or terminating the engagement of a member of the Board, 
it can only be made by the appointing authority with the agreement of the 
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majority of the Board members when professional misconduct is proven against 
such member or if he is in breach of a principal term of reference; or the member 
has not attended the minimum criteria of attending meetings as set out in the 
terms of reference. 
- Both SAMA and CMA should have operational links to the Central Sharia 
Board, which means that when a bank, for example, develops a financial 
product to be marketed as sharia-compliant, this product should be passed to 
the Central Bank for approval. The Central Bank should examine the product 
from a purely banking point of view and pass the product to the Central Sharia 
Board to be examined from the sharia side. When a product passes both 
examinations, the Central Bank can approve this contract for the bank. The 
same process should be done with the CMA when it receives a request to 
approve an issuance of financial products such as Sukuk.  
The benefit of this Board is to ensure that all financial products that are marketed as 
sharia-compliant by financial institutions are really sharia-compliant which will increase 
the confidence of clients and shareholders who are interested in engaging with finance 
activities in a way that does not contradict with sharia. 
After recommending establishing a Central Sharia Board, and suggesting its position, 
responsibilities and some of the main standards of its framework, another important 
issue that this thesis has argued and concluded is that there is a need for applying 
sharia governance to Islamic financial institutions. Regulators are recommended to 
apply such governance to the financial institutions and their sharia boards.   
Applying an extra layer of corporate governance for Islamic financial institutions would 
prevent some financial institutions manipulating this issue which would rock the 
shareholders’ and customers’ confidence in all the Islamic financial institutions.1329 
Thus, regulators are advised not to always deal with Islamic financial institutions and 
conventional financial institutions as if they are the same but to consider the 
differences that those institutions have and the need to adopt the proper regulations 
for each one in order to have the best practices. 
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A suggested sharia supervisory governance for Islamic financial institutions in Saudi 
Arabia which is inspired from the recent Instructions on Sharia Supervisory 
Governance for Kuwaiti Islamic Banks is stated now.1330 
- Financial institutions that provide financial products as sharia-compliant shall 
have a sharia board. 
- All Islamic financial products that are offered by a financial institution must be 
approved by the sharia board. 
- Decisions of the sharia board are binding and must be adhered to by the 
financial institution. 
- Sharia board members shall be nominated by the General Assembly based on 
the recommendation of the Board of Directors. 
- A member of the sharia board cannot be dismissed until the decision has been 
put to consultation with the sharia board and has been provided with the 
reasons for dismissal, and then the decision approved by the General 
Assembly. 
- Sharia boards shall be linked directly to the General Assembly for nominations.  
- No one from the Board of Directors, executive management or a shareholder 
with effective influence can be a member of the sharia board. 
- A sharia board member cannot be a close family member or partner relationship 
with any of the Board of Directors or executive management. 
- A member of the sharia board cannot be a permanent employee in the financial 
institution; and the member shall not accept any reward from the bank or 
affiliated company except the official reward for his job. 
- The minimum number of members in a sharia board is three. 
- The maximum number of sharia boards that a member can be on is 10 sharia 
boards inside Saudi Arabia. 
                                                          
1330 Central Bank, 'Instructions on Sharia Supervisory Governance for Kuwaiti Islamic Banks' (Central 
Bank of Kuwait 2016). 
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-  It is required that every member of the sharia board obtain at least a degree in 
sharia with a specialty in Islamic commercial jurisprudence, or be a well-known 
sharia scholar in Islamic commercial jurisprudence. 
- The minimum number of meetings of the sharia board is four a year. 
- The attendance of a member of the sharia board shall not be less than 75% of 
the board meetings. 
- The sharia board is responsible for its decisions and Fatwas, while the Board 
of Directors is responsible for all aspects of the financial institution’s 
governance.   
- The sharia board is responsible for disclosing sufficient information on the 
extent of the financial institution’s compliance with the provisions of sharia in 
the annual report of the financial institution. 
- In the event that the executive management of the financial institution 
contravenes the decisions of the sharia board, the sharia board shall give the 
executive management a warning in writing of the occurrence of the violation 
and the manner of rectifying it. In case of non-response, the sharia board must 
prove the matter in the annual report that should be submitted to the General 
Assembly. 
- Financial institutions that provide financial products as sharia-compliant shall 
have an internal sharia audit to check that all financial contracts and products 
made as sharia-compliant agree with the Fatwa approved by the sharia board. 
- The sharia board should play the role of supervising issues related to sharia in 
the financial institution. This can be done through the sharia audit department 
which should submit its report periodically to the sharia board. 
- The internal sharia audit is linked from the technical aspect of the sharia board 
while it is linked from an administrative aspect by the chairman of the Board of 
Directors in order to have its independence. 
- As, some sharia boards do not have sufficient time to follow up with the internal 
audit, and to gain more independence to ensure an honest view of the 
implementation of sharia compliance, an external sharia audit should be used. 
An external sharia audit is an independent sharia audit agency that is 
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competent to supervise and check all transactions in the financial institution to 
ascertain the extent of its compliance with the resolutions of the sharia board. 
- The external sharia audit must be licensed by SAMA or CMA to practise sharia 
audit in Saudi Arabia. 
- The external sharia audit shall submit its reports to the general assembly. 
- The external sharia audit shall be assigned by the general assembly. 
After the suggestion of a sharia supervisory governance for Islamic financial 
institutions in Saudi Arabia, there is one more suggestion based on what has been 
discussed in the thesis which can contribute to the development of Islamic finance. 
For example, as the Governor of SAMA highlighted, the shortages in the number of 
researchers specialising in Islamic banking legislation are among the impediments to 
the growth and development of the Islamic finance industry.1331 There is a real need 
for human resources qualified to work in Islamic banking and finance institutions. 
Saudi Arabia has a very strong and well-developed network of universities and 
colleges that teach different aspects of Islamic studies and sharia. 
Although great scholars have been graduating every year, few colleges are 
specialised in Islamic finance to study the current financial contracts that have been 
developing rapidly. Therefore, it seems important to encourage sharia students to 
study economics and gain a greater awareness of Islamic banking and finance 
legislation. In addition, more research centres focusing on Islamic banking are needed 
in order to reduce the need for duplicating conventional contracts, with some 
amendments to make them sharia complaint, and to be able to create unique financial 
products built on Islamic principles and yet effective in our modern life. 
  
                                                          
1331 Saudi Arabian Monitory Authority, 'Speech of H.E. The Governor of SAMA at the First Islamic 
Banking and Finance Research Conference' (2016) <http://www.sama.gov.sa/en-
US/News/Pages/News14032016.aspx> accessed 12 December 2017. See 6.5 above. 
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